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How income taxation of trusts and estates 


under 1954 Code differs from previous rules 


by Rocer Paut PETERS 


Practitioners generally are finding that the 1954 Code provisions affecting trust and estate income 


are about as complicated as any in the Code, though the end result seems more equitable and more 


certainly arrived at. This article provides discussion with numerical exhibits to illustrate how the 


new rules work. This is designed for both the accountant and lawyer, to illustrate how the work of 


each is affected by the changes 


HE PRINCIPAL substantive changes wrought by the 

1954 Code in the taxation of estate and trust in- 
come result from a more consistent application in the 
new law, as contrasted with the old, of the principle 
that the estate or trust is to be considered as a conduit 
or pipe line for the distribution of income. That is to 
say that items of income in the hands of beneficiaries 
are to be treated as having the same character as in 
the hands of the estate or trust. Under the old law it 
was possible for beneficiaries to be taxed on distribu- 
tions representing items that were not considered 
income in the hands of the trust (such as nontaxable 
stock dividends and “interest” attributable to a mort- 
gage salvaging operation ). The new law obviates such 
results. The new detail in the statute is attributable to 
the fact that many rules formerly contained in regula- 
tions are now set forth in the law itself. 


Distributable net income 


The starting point in the computation of distribu- 
table net income is taxable income. To this the follow- 
ing modifications are made: 

1. Distributions to beneficiaries. The first modifica- 
tion that must be made in the taxable income is to 
eliminate the deduction (whether under Section 651 
or 661) for amounts distributed to beneficiaries. 

The avowed purpose of setting up distributable net 
income is to set a maximum limit to the amounts de- 
ductible by an estate or trust because of distributions 
to beneficiaries. Conversely, distributable net income 


serves to limit the amount includible in the gross in- 
come of each beneficiary. 

As will be made clear by the examples below, the 
distributable net income computed for the purpose 
of limiting the deduction by the trust is not neces- 
sarily the same as distributable net income computed 
for the purpose of determining the beneficiaries’ tax- 
able income. 

2. Exemptions. The second modification is the 
elimination of the deduction for personal exemptions 
($600 for an estate, $300 or $100 for a trust). If this 
deduction were not eliminated, beneficiaries might re- 
ceive the equivalent of an additional exemption from 
tax. 

3. Capital gains and losses. Capital gains are to be 
eliminated if they are allocated to corpus. However, 
they are not to be eliminated if paid, credited, or re- 
quired to be distributed to any beneficiary during the 
taxable year, nor are they to be eliminated if paid, 
permanently set aside, or to be used for the charitable 
or similar purposes specified in Section 642(c). 
Capital losses are also to be eliminated, except to the 
extent they are taken into account in determining the 
amount of capital gains which are paid, credited, or 
required to be distributed to any beneficiary during 
the taxable year. 

4. Dividends allocable to corpus. The fourth modi- 
fication is to be made only in the case of “simple 
trusts” (trusts which distribute current income only 
and make no provision for charitable purposes). In 
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computing the distributable net income of these trusts 
there are to be eliminated those items of gross income, 
constituting extraordinary dividends or taxable stock 
dividends which the fiduciary, acting in good faith, 
does not pay or credit to any beneficiary by reason of 
the fiduciary’s determination that the dividends are 
allocable to corpus under the terms of the governing 
instrument and applicable local law. 

5. Tax exempt interest—complex trusts. Tax exempt 
interest to which Section 103 applies (for example, in- 
terest on municipal bonds) must be added back. The 
amount of the tax-exempt interest to be included is to 
be reduced by the amount of disbursements (non- 
deductible) allocable to the tax-exempt interest. 

Foreign income—foreign complex trusts. Foreign 
income of a foreign trust (reduced by disbursements 
allocable to the foreign income) is to be added back. 

Excluded dividends—complex trusts. If the estate 
or trust has more than $50 of dividend income and has 
excluded $50 in computing its gross income for the 
taxable year, that amount must be included in the 
distributable net income of the estate or trust. 

If the estate or trust is allowed a deduction for 
charitable contributions the additional amount men- 
tioned above in (5) and (6) (tax-exempt interest or 
foreign income) may require further reduction. The 
statutory rule is that (in the absence of specific pro- 
visions in the governing instrument) the amount of 
the charitable contribution deduction is deemed to 
consist of the same proportion of each class of items 
of income (whether or not tax exempt) as the total of 
each class bears to the total of all classes. Accordingly, 
the additional amount, representing tax-exempt in- 
terest or foreign income, to be included in 
able net income,” 


“distribut- 
must be reduced proportionately. 
For example, if one-fourth of the income (including 
tax-exempt income) of a trust is to be distributed for 
charitable purposes, only three-fourths of the tax- 
exempt interest (reduced by disbursements allocable 
thereto ) “distributable net 
If, however, the trust instrument provides that 
none of the tax-exempt interest is payable to the chari- 
table institution but only to named individual bene- 
ficiaries, the allocation just mentioned is not to be 
made. 


will be included in in- 


come.” 


Simple trusts 


A simple trust is a trust required by its terms to 
distribute all of its income currently. Its terms must 
not provide for charitable purposes. A simple trust is 
allowed a deduction for the amount of the income for 
the taxable year which is required to be distributed 
currently. Notice that the deduction is for the amount 
of the income, not merely gross income. A trust is not 
simple in any taxable year in which the trust distrib- 
utes amounts other than income required to be dis- 
tributed currently. Therefore, in the final year of a 
simple trust, when corpus is distributed, the trust 
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would have to avail itself of the deduction under Sec- 
tion 661, as a complex trust. 

The deduction for income required to be distributed 
currently is limited to the amount of the distributable 
net income of the trust. Distributable net income does 
not include items not included in gross income nor 
deductions allocable thereto. For example, consider a 
trust whose 1954 income is as shown in Table I. 


Peters ° 





CHANGES BROUGHT BY NEW CODE 


ExEMPTIONS—An estate is allowed a flat exemp- 
tion of $600. A trust which, under its governing 
instrument, is required to distribute all of its 
income currently is allowed a deduction of $300. 
This $300 deduction is new. All other trusts are 
allowed a deduction of $100 as under prior law. 
Unused loss carry-overs and excess deductions 
at the time of termination of an estate or trust are 
made available under the new Code as deductions 
for the beneficiaries. The allowance of the deduc- 
tions is to be made in accordance with regula- 
tions to be issued. This provision would apply 
in the following kind of situation: the estate or 
trust terminates in 1955. For that year it has de- 
ductions other than deductions for personal ex- 
emption and charitable contributions in excess of 
its gross income for the year. Suppose the excess 
amounts to $9,000 and that there are three bene- 
ficiaries who are entitled to equal shares of the 
income of the estate or trust. Each beneficiary 
would be entitled to deduct $3,000 for the year 
1955 in determining his own taxable income. It 
is obvious that this provision will in some cases 
result in affording substantial tax relief to bene- 
ficiaries of estates or trusts. 
TIME FOR FILING RETURNS—The same as for indi- 
viduals; it is one month later than old Code. 


DEFINITION OF NET INCOME—For the purposes of 
the subpart dealing directly with the taxation of 
estates and trusts, the term “income”, when not 
preceded by the words “taxable”, “distributable 
net”, “undistributed net”, or “gross”, means the 
amount of income of the estate or trust for the 
taxable year determined under the terms of the 
governing instrument and applicable local law. 
The Statute further provides that items of gross 
income constituting extraordinary dividends or 
taxable stock dividends which the fiduciary, act- 
ing in good faith, determines to be allocable to 
corpus under the terms of the governing instru- 
ment and applicable local law.are not to be con- 
sidered income. Of course, this provision does not 
mean that extraordinary dividends and taxable 
stock dividends are exempt from tax when al- 
located to corpus. They represent items of gross 
income of the estate or trust. 
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In determining distributable net income, no deduc- 
tion may be taken for distributions or for the personal 
exemptions, and, since the capital gains, stock divi- 
dends and ‘extraordinary dividends in this case are to 
be added to corpus, they must be excluded. The munic- 
ipal bond interest, excluded from gross income, must 
also be excluded. No allowance need be made for the 
$50 dividend exclusion since more than that amount of 
taxable dividends has been excluded already. 
Beneficiaries’ income 

The amounts required to be distributed to the bene- 
ficiaries are to be included in their gross income 
Distributable net income 
computed to determine the beneficiaries’ income dif- 


whether distributed or not. 


fers from that computed in Table I in that tax-exempt 
income (and related deductions) are included. 

There are two special rules applicable at this point. 
One is arithmetical, to be used in those cases in which 
the amount of income required to be distributed under 
the trust instrument exceeds the distributable net in- 
come. If so, the amount to be included in the gross 
income of the beneficiary is not to exceed the amount 
which bears the same ratio to the distributable net 
income as the amount required to be distributed to 
the beneficiary bears to the amount of income required 
to be distributed to all beneficiaries. In the example in 
Table I the amount required to be distributed to bene- 
ficiary A would be one half of $30,300 or $15,150. The 
distributable net income of the trust amounts to $30,- 
250 (Table IT). Hence A would include only one-half 
of that amount, $15,125, in his gross income rather 
than $15,150. 

The second qualification is that amounts required 
to be distributed are to have the same character in the 
hands of the beneficiary as in the hands of the trust. 


Table I: COMPUTATION OF TAXABLE 


Interest on: 
Industrial bonds 
Municipal bonds 
Ordinary dividends 
Dividend exclusion 
Taxable stock dividend 
Long term capital gain 
Extraordinary dividend 
Total 
Expenses 
Applicable to tax exempts 
Other 


Net 


Personal exemption 


Less: Additional deduction (distributable net income ) 
Income subject to tax in trust 
Tax before dividend credit 
Dividend credit—4% of taxable dividends allocable to corpus 
(total 2,450; */. received prior to 7/31/54) 
Tax 


Note: The trust instrument provides: 
(1) All income is distributable currently to A & B equally. 
(2) Capital gains, extraordinary dividends and stock dividends are to be added to corpus in accordance with local law. 


Tax-exempt interest in the hands of the trust, for ex- 
ample, remains tax-exempt interest in the hands of 
the beneficiary, dividends remain dividends, and so 
forth. The various kinds of income must be allotted to 
the beneficiaries on a pro-rata basis unless the terms of 
the trust specifically allocate different classes of in- 
come to different beneficiaries. In making allocations, 
items of deductions are to be allocated among the 
items of distributable net income in accordance with 
regulations to be issued. Since in the Table I it was 
assumed that $100 of administration expense was allo- 
cated to the tax-exempt interest of $3,000, each bene- 
ficiary should be allotted $1,450 of the net of $2,900 as 
tax-exempt interest in his hands. Thus the amount dis- 
tributable to each beneficiary, $15,125 should be re- 
duced by $1,450. The remainder less ‘the $50 divi- 
dend exclusion is the amount to be included in the 
gross income of each beneficiary. It will be observed 
that such amount is less than the proportionate part 
of the “distributable net income”. 


Table II: DISTRIBUTABLE NET INCOME 


For trust For 
deduction beneficiary’s 


(Table I) income 
Interest on industrial bonds $12,000 $12,000 
Interest on municipal bonds 3,000 
Ordinary dividends 16,500 16,450 
Total $28,500 $31,450 

Expenses 

Applicable to tax exempts 100 
Other 1,100 1,100 

Net $27,400 $30,25 
Allocable to each beneficiary $15,125 


As under the old Code, if the taxable year of the 
beneficiary is different from that of the trust, the 
amount which the beneficiary is required to include 
in gross income is to be based upon the amount of in- 


AND DISTRIBUTABLE NET INCOME 


Data Income Taxable Distributable 
from under trust net income net income 
records instrument of trust for deductions 
$12,000 $12,000 $12,000 $12,000 
3,000 3,000 
16,500 16,500 16,500 16,500 
(50) 
2,000 2,000 
4,000 2,000 
500 500 
$31,500 $32,950 $28,500 
$ 100 $ 100 
1,100 __ 1,100 $ 1,100 $ 1,100 
$30,300 $31,850 $27,400 
"300 
$31,550 
27,400 
4,150 
859 
49 
$810 
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Table III: TRUST INCOME 
Data Income Taxable Distributable 
from under trust net-income net income 
records instrument trust for deduction 
Dividends $25,000 $25,000 $25,000 $25,000 
Dividend exclusion (50) 
Interest on: 
Industrial bonds 11,000 11,000 11,000 11,000 
Municipal bonds 6,000 6,000 _ _ 
Rental income 16,000 16,000 16,000 16,000 
Long term capital gain 2,000 __ 1,000 
Total ; $58,000 $52,950 $52,000 — 
Expenses: rt 
On taxable income $ 700 $ 700 $ 700 $ 700 
On exempt income 75 75 
Net 57,225 
To charity (*/4 of $57,225) 14,306.27 14,306.25 14,306.25 
To beneficiary (*/. of $57,225) 42,918.75 
Personal exemption 100 
Total $15,006.25 
Additional deduction (distributable net income ) 36,993.75 36,993.75 
Total $52,100 
laxable net income $ 1,850 


come of the trust for any taxable year or years of the 
trust ending within or with the beneficiary’s taxable 
year. 


Estates and trusts other than simple trusts 


Trusts, other than simple trusts, and estates are en- 
titled to an additional deduction under Section 661 for 
amounts distributed or distributable to beneficiaries. 

The simple trust deduction is computed under Sec- 
tion 651.) The amount of this additional deduction is 
the sum of: 

a. any amount of income for the taxable year re- 
quired to be distributed currently (Section 661(a) 
(1)), and 

b. any other amounts properly paid or credited or 
required to be distributed for the taxable year (Sec- 
tion 661(a)(2)). 

If an amount required to be distributed may be paid 
out of income or corpus and is actually paid out of 
income for the current year it is regarded as an amount 
falling under Section 661(a)(1). 

As in the case of simple trusts, the additional deduc- 
tion under Section 661 must not exceed the distrib- 
utable net income of the estate or trust; also, the 
character of the income in the hands of the estate or 
trust remains the same in the hands of the beneficiar- 
ies. The different kinds of income items are to be al- 
located to the beneficiaries on a pro-rata basis unless 
the specific terms of the will or trust instrument allo- 
cate the different kinds of income in some other man- 
ner. Items of deduction are to be allocated among the 
items of distributable net income in accordance with 
regulations to be issued. 

The statute provides for a special limitation on the 
amount of the additional deduction. No deduction will 
be allowed for distributable amounts not treated as 
gross income of the estate or trust. 

The computation of the additional deduction under 


Section 661 in the case of a trust may be illustrated by 
the following example: 

Suppose a trust instrument provides that three- 
fourths of income after expenses of the trust (not in- 
cluding capital gains) be paid to a life beneficiary and 
the remaining one-fourth be set aside for a specified 
charitable purpose. Before proceeding further, it 
should be noted that, as under prior law an amount 
allowable to an estate or trust as a charitable contribu- 
tion deduction must be an amount of gross income, 
which pursuant to the terms of the will or trust instru- 
ment is, during the taxable year, paid or permanently 
set aside for religious, charitable, scientific, literary, or 
educational purposes, or the like. It should be noted 
that a gift or contribution of funds derived from in- 
terest on municipal bonds, for example, would not 
qualify for the deduction. If the amount contributed 
consists of gain from the sale or exchange of capital 
assets held for more than six months, the amount that 
is deductible is 50% of the amount contributed, i.e., 
as reduced by the deduction allowed to the estate or 
trust under Section 1202, that is the special capital 
gain deduction. 

Suppose that the trust income is as shown in Table 
ITI. 


Beneficiary’s income 


How much must the beneficiary of an estate or trust 
include in his gross income with respect to amounts 
distributed or distributable to him? The beneficiary 
must include in his gross income the sum of (1) the 
amount of the income required to be distributed cur- 
rently and (2) all other amounts properly paid, 
credited, or required to be distributed to him for the 
taxable year. 

The amount includible is limited by the amount of 
the distributable net income, computed without re- 
gard to the deduction allowed by Section 642(c) for 
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charitable purposes. If the amount of income required 
to be distributed currently to all beneficiaries exceeds 
the distributable net income (so computed) the 
amount included in the gross income of each bene- 
ficiary is limited to a proportionate amount of the 
distributable net income (so computed), that is, in 
the ratio of the beneficiary’s share of the income to 
that of all beneficiaries. A further limitation applies 
when the distributable net income of the estate or 
trust is less than the sum of (1) the amount of income 
coyees to be distributed currently to all beneficiaries 
and (2) all other amounts properly paid, credited, or 
camel to be distributed to all beneficiaries. In that 
situation, instead of including all other amounts prop- 
erly paid, credited, or required to be distributed to all 
beneficiaries only a portion is to be included. This por- 
tion is an amount which bears the s 
tributable net income reduced by the amounts of in- 
come for the taxable year required to be distributed 
currently to all beneficiaries, as all the other amounts 
properly paid, credited, or required to be distributed 
to the beneficiary bear to the other amounts properly 
required to be distributed to all 


same ratio to dis- 


paid, credited, or 
beneficiaries. 
Suppose that a trust has accumulated income for a 
number of years and that in 1955, for example, it is 
its terms to distribute $7,500 to bene- 
A and $2,500 to beneficiary B. The trust is re- 
quired to set aside each $250 (out of gross in- 


required by 
ficiary F 


come ) for charitable purposes. The income of the trust 
for 1955 is $5,600. It will be noted that the excess dis- 
tribution rules, applicable to trustees distributing in- 
come accumulated in prior years do not apply to 1955. 
The beneficiaries compute their income and expense 
as in Table IV. 

Since the amount of income required to be distrib- 
($5,030) is less than 
the amount of the distributable net income without 
allowance for the charitable deduction ($5,280), no 
limitation applies and no proration of the amount of 
the distributable net income to the beneficiaries is 
necessary. 


uted currently to all beneficiaries 


Likewise since whatever remaining amounts 
payable to beneficaries must be paid out of corpus, 
the special meaning of “the amount of income for the 


taxable year required to be distributed currently” does 
not apply. However, other amounts are required to 
be paid to the beneficiaries in order to make up the 
amounts of $7,500 payable to A and $2,500 payable to 
B. $4,970 is the difference between the amount of in- 
come for the taxable year required to be distributed 
currently to all beneficiaries ($5,030) and the total 
amount payable in 1955 ($10,000). It is payable to the 
beneficiaries out of the accumulations of earlier years. 
It is evident that the sum of the income amounts re- 
quired to be distributed currently, $5,030, and all other 
amounts $4,970 (total $10,000) exceeds the distribut- 
able net income. In this situation, the amount includ- 
ible in the gross income of each beneficiary with re- 
spect to the distributions of accumulated amounts is 
computed as a ratio: Beneficiary’s taxable income 
divided by distributable income not distributed to 
other beneficiaries, equals other amounts payable to 
this beneficiary, divided by other amounts payable to 
all beneficiaries. 

Applying the figures in Table IV to this ratio we 
find the taxable income of A is $187.50. Likewise, B 
must include $62.50. 

In total, the gross income of the beneficiaries in- 
cludes: 

A B 
Income required to be distrib- 

uted currently (Table IV) 

Other amounts 


Total 


$3,348.19 $1,116.06 

187.50 62.50 
$3,535.69 $1,178.56 

The amounts determined above as to the beneficiar- 
ies of an estate or “complex trust” are to have the same 
character in the hands of the beneficiary as in the 
hands of the estate or trust. If the amounts to be dis- 
tributed are considered tax-exempt interest in the 
hands of the estate or trust, they are to be considered 
tax-exempt interest in the hands of the beneficiaries. 
The same is true with respect to dividends, capital 
gains, and any other kind of income with respect to 
which special rules are applicable. In order to carry 
out this basic principle there must be an apportion- 
ment to the beneficiaries of the various classes of in- 
come items. Unless the governing instrument specifies 


Table IV: DISTRIBUTABLE NET INCOME FOR BENEFICIARY’S GROSS INCOME 





Data Income Distributable net income 
from under trust _for beneficiaries’ income _ 
records instrument Total A B 
Interest on: 
Industrial bonds $5,000 $5,000 $5,000 $3,750 $1,250 
Municipal bonds 600 600 _ 
Total _5,600 5,000 8,750 1,250 
Expenses: ; o Wieren 
On taxable income $ 285.75 $ 285.75 $ 285.75 $ 214.31 $ 71.44 
On exempt income 34.25 34.25 
_ Net $5,280 $4,714.25 $3,535.69 $1,178.56 
Set aside for charity 250 250 187.50 62.50 
Amount currently distributable $5,030 $4,464.25 "3,348.19 1,116.06 


Net income 
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otherwise, the apportionment is to be made as follows: 
The amounts are to be treated as consisting of the 
same proportion of each class of items entering into 
the computation of distributable net income as the 
total of each class bears to the total distributable net 
income of the estate or trust. The treatment of deduc- 
tions is left to regulations to be issued. It should be 
noted that “distributable net income” has a special 
meaning in this connection. It must be computed with- 
out regard to any portion of the charitable deduction 
which is not attributable to income of the taxable 


year—in determining the amount of income required 
to be distributed currently. 

Consider again the cases of beneficiaries A and B 
in the foregoing example. Each one, it will be as- 
sumed, is entitled to receive a proportionate part of 
each class of item entering into the distributable net 
income of the trust. The only income item requiring 
special treatment is the amount of $600 representing 
tax-exempt interest. A problem arises as to the treat- 
ment of the deduction of $250 for the amount of gross 
income (assumed to be current) set aside for a chari- 





DEFINING ACCUMULATION DISTRIBUTION 


THE NEW Cope makes provision for the allocation 
to five preceeding years of what is known as the 
“accumulation distribution” of a complex trust. To 
understand what is meant by an accumulation dis- 
dribution and to appreciate the practical applica- 
tion of the accumulation distribution provisions, 
certain definitions must first be considered. A trust 


utable net income for the taxable year is greater 
than the sum of its distributions and taxes for the 
year. 

Distributions are the amounts qualifying for the 
additional deductions under Section 661(a) (page 
133). 

Taxes are federal income taxes imposed on the 
trust which, under regulations to be prescribed, are 
properly allocable to the undistributed portion of 
the distributable net income. 

This amount must be reduced by any amount of 
federal income tax on the trust allowed under 
Sections 667 and 668 as a credit to any beneficiary 
on account of any accumulation distribution deter- 
mined for any taxable year. It will be seen that the 
amount to be used as “taxes” in determining the 
undistributed net income is only the amount of the 
trust’s federal income taxes allocable to the undis- 
tributed portion of the distributable net income 
and reduced by amounts allowed as credits to the 
beneficiaries. 

An accumulation distribution must be an amount 
in excess of $2,000 for any taxable year. The general 
definition of an accumulation distribution for any 
taxable year may be expressed by the following 
formula: 

A. Section 661(a)(2) amounts for the taxable 
year. 

B. Minus Distributable net income reduced by 
the Section 661(a)(1) amount. 

The Section 661(a)(2) amounts are amounts 
(other than income) properly paid or credited or 
required to be distributed for the taxable year. 
Section 661(2)(1) amounts are amounts of income 
if for the taxable year required to be distributed cur- 











has undistributed net income only when its distrib- . 


rently. (See page 133) 

The following amounts are not to be included 
in the amounts specified in (A) above: 

1. Amounts paid, credited, or required to be dis- 
tributed to a beneficiary as income accumulated be- 
fore the birth of the beneficiary or before the 
beneficiary attains the age of 21; 

2. Amounts properly paid or credited to a bene- 
ficiary to meet his emergency needs; 

3. Amounts properly paid or credited to a bene- 
ficiary upon his attaining a specified age or ages if— 

A. the total number of the distributions cannot 
exceed four with respect to the beneficiary, 

B. the period between each distribution is four 
years or more, and 

C. as of January 1, 1954, the distributions are 
required by the specific terms of the instrument; and 

4, Amounts properly paid or credited to a bene- 
ficiary as a final distribution of the trust, if the 
final distribution is made more than nine years 
after the date of the last transfer to the trust. 

It will be seen that the four classes of items set 
forth above serve to reduce the amount of the 
accumulation distribution. The net effect of these 
provisions is to relieve the beneficiaries of federal 
income tax on such items. They represent items 
which are taxable to the trust rather than to the 
beneficiaries. 

The term, “preceding taxable year” does not in- 
clude any taxable year of the trust to which Sub- 
part D does not apply, that is, does not include any 
year before 1954. A special exception to this strict 
meaning of “preceding taxable year” is made with 
respect to a preceding taxable year of a trust 
qualifying as a “simple” trust in a preceding tax- 
able year. Regulations to be issued are to provide 
for the treatment of such a trust as a “complex” 
trust. The Committee Report gives as an example 
of the application of this exception, the distribu- 
tion of extraordinary dividends accumulated by 
the trustee of a “simple” trust, which are not treated 
as income by the trustee in the year in which re- 
ceived by the trust. 
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table purpose. Presumably regulations to be issued will 
provide for an allocation of items of income to this de- 
duction. In the simple example used here the amount 
set aside for charitable purposes will necessarily con- 
sist of taxable interest and may be dismissed from 
further consideration. The amount of the distributable 
net income $5,030 (Table IV) includes $600 repre- 
senting tax-exempt interest, none of which is allocable 
for charitable purposes. The tax-exempt income is in- 
cluded in the distributable net income. Accordingly, 
part of each beneficiary’s share of the income amounts 
required to be distributed will be treated as consisting 
of tax-exempt interest. 


A lump-sum bequest 


A lump-sum bequest or gift is not deductible by the 
estate or trust and is not considered income to the 
beneficiary. In computing the taxable income of the 
estate or trust lump-sum bequests or gifts are not 
taken into account. They are not included as amounts 
falling within Section 661(a) (the additional deduc- 
tion provision of the Code). They are likewise not in- 
cluded as amounts falling within Section 662(a) (the 
provision of the Code relating to inclusion of amounts 
in the gross income of beneficiaries). A lump-sum in 
this connection means a specific sum of money (or 
specified property) which is paid or credited all 
once or in not more than three installments. An 
amount which can be paid or credited only from the 
income of the estate or trust is not considered a lump- 
sum and does not fall within the exclusion rule. The 
exclusion rule applies only to lump-sum bequests and 
gifts required by the specific terms of the will or trust 
instrument. 

[t will readily be appreciated that the lump-sum 
exclusion rule is of great practical importance. If it is 
desired that the income tax burden be borne by the 
estate or trust (in effect, residuary legatee or remain- 
derman ) rather than the beneficiary (specific legatee, 
life beneficiary, and the like) it is important to take 
care in the drafting of the will or trust instrument so 
as to provide that a specific sum be paid in not more 
than three installments and that it be not paid out of 
income. For example, a legacy of $1,200 to A, which 
is payable only out of the income of the estate would 
fall within the provisions of Sections 661(a) and 
662(a), but if it is paid or credited all at once or in 
not more than three installments without regard to the 
income of the estate, it would be a tax-free bequest to 
{ and not deductible by the estate. A distribution to B 
upon his attaining the age of 21, of the accumulated 
income of a trust under the terms of the trust instru- 
ment, would not fall within the lump-sum exclusion. 
This would be true whether the distribution were 
payable only out of accumulated income or were pay- 
able either out of the income or corpus. But if the trust 
instrument provided that a specific sum be paid or 
credited to B upon his attaining the age of 21, then the 


amount paid or credited would not be deductible by 
the trust and would not be includible in B’s gross 
income. 

If a single trust with more than one beneficiary 
meets the requirements of regulations to be issued, 
substantially separate and independent shares are to be 
treated as separate trusts. The existence of substan- 
tially separate and independent shares and the man- 
ner of treatment as separate trusts are to be deter- 
mined in accordance with regulations to be pre- 
scribed by the Secretary of the Treasury or his dele- 
gate. The Committee Report states that the effect of 
this provision is to prevent a beneficiary from being 
subjected to tax on a distribution which represents 
distribution from corpus as to him but which would, 
except for this provision, be treated as a taxable dis- 
tribution, since the trust income is being accumulated 
for another beneficiary to whom it will ultimately be 
made available. Suppose, for example, a trust instru- 
ment provides that the trustee may invade corpus to 
make payments to A, according to ‘A’s needs, and that 
trust income is payable to B but may be accumulated 
for B’s benefit or his estate. In the taxable year 1955 
the trustee makes a discretionary distribution of corpus 
to A but accumulates the income for B. Under the 
special rule, if A and B are deemed to have substan- 
tially separate and independent shares in the trust, A 
would receive the corpus distribution free of tax and 
the trust income would be taxable to the trust. Other- 
wise A would be taxable on the distribution to the 
extent of the distributable net income of the trust. 


Excess distribution by trusts 


Subpart D deals with allocations to preceding tax- 
able years, but the first preceding taxable year in the 

ase of a trust on the calendar year basis, for ex cample, 
is the year 1954. Hence, the trust would not be obliged 
to apply the provisions of Subpart D until after the 
close of the year 1955. 

Suppose a trust accumulates income in the amount 
of $25,000 in 1954 and pays income tax with respect to 
that income. In 1955 the trust accumulates $20,000 
and pays the tax. Then in 1956, when the income of 
the trust is only $15,000, the trustee distributes $40,000 
to beneficiary A. How is the “excess distribution,” that 
is, the amount by which $40,000 exceeds $15,000 to be 
treated for tax purposes by the trust and by A? That 
is the kind of situation covered by Subpart D. 

The accumulation distribution (see box) of a trust 
is to be allocated to five preceding years, thus result- 
ing in tax increases to the beneficiaries. The device 
now provided by law is entirely new and is designed 
to prevent excessive shifting of income tax burdens 
from high-bracket beneficiaries to lower-bracket trusts. 
The amount of the accumulation distribution of a 
complex trust for the taxable year is treated as if it 
were a Section 661(a)(2) amount (an amount other 
than income) required to be distributed on the last 
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day of each of five preceding taxable years to the ex- 
tent that the amount exceeds the total of any undis- 
tributed net income for any taxable years intervening 
between the taxable year with respect to which the 
accumulation distribution is determined and the pre- 
ceding taxable year. The amount deemed to be dis- 
tributed in any preceding taxable year is limited to 
the undistributed net income for the preceding taxable 
year. The undistributed net income for each of the five 
preceding taxable years is to be computed without re- 
gard to the accumulation distributions. The income 
taxes imposed on the trust are also considered as dis- 
tributed on the last day of five preceding taxable years. 

Section 667 specifically provides that no refund or 
credit is to be allowed to the trust on account of the 
taxes imposed on the trust which would not have been 
payable by the trust, had the trust actually made the 
distributions deemed to have been made in accordance 
with Section 666, as previously discussed. Credit is 
to be allowed to the beneficiaries, however. 

The total of the amounts deemed distributed by 
trust in a preceding taxable year are to be included 
in the income of a beneficiary or beneficiaries of the 
trust. (The amounts may or may not be includible in 
the gross income of the beneficiaries. Tax-exempt 
income in the hands of the trust, it will be recalled, 
is considered tax-exempt income in the hands of the 
beneficiary.) Note that the amounts deemed distrib- 
uted in preceding taxable years are not includible 
in the incomes of the beneficiaries for those years, 
but are includible when actually paid, credited, or 
required to be distributed. The total of the amounts 
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deemed distributed in a preceding taxable year is to 
be included in the income of a beneficiary or bene- 
ficiaries only to the extent that the total would have 
been included in the income of the beneficiary or 
beneficiaries under Section 662(a)(2) and (b) if the 
total had been paid to the beneficiary or beneficiaries 
on the last day of the preceding taxable year. 

If there is more than one beneficiary involved, the 
amounts must, of course, be prorated. 


Table V: INCOME FOR 1954, 1955, 1956 


1954 1955 1956 
INCOME UNDER TRusT INSTRUMENT 
Interest on: 





Industrial bonds $36,000 $30,000 $48,000 
Municipal bonds 6,000 6,000 6,000 
Tota 42,000 36,000 54,000 
DISTRIBUTED TO A 14,000 12,000 18,000 
none 9,000 30,000 
none none 15,000 
TAxeEs TABLE VI 9,501 3,572 _ 
Undistributed Net Income for 
Year $18,499 $11,428 none 
Undistributed Net Income Accu- 
mulated $18,499 $29,927 


Proper adjustment of this ratio is to be made, in 
accordance with regulations to be issued, for amounts 
which fall within paragraphs (1) through (4) of 
Section 665 (b)—that is, those amounts not included 
in the accumulation distribution. The tax of the bene- 
ficiaries attributable to the amounts treated as received 
on the last day of the preceding taxable year of the 
trust is limited to the aggregate of the taxes attribut- 
able to those amounts had they been included in the 
gross income of the beneficiaries on that day. 


Table VI: DISTRIBUTABLE NET INCOME 


























1954 
Taxable Distributable net income _ 
dou for r trust deduction for beneficiary’s return 
Interest on: A A 
Industrial bonds $36,000 $12,000 $12,000 
Municipal bonds _ = — as bel F 
Total $36,000 
Distributable net income 12,000 $12,000 $12,000 
Personal exemption 100 
Taxable net income 23,900 
Tax thereon $ 9,501 
ee 1955 
f __Distributable net income =: 
for trust deduction for beneficiary’s return 
Interest on: A B A B 
Industrial bonds $30,000 $10,000 $7,500 $10,000 $7,500 
Municipal bonds pe scae 
Total $30,000 
Distributable net income $17,500 $10,000 $7,500 
Personal exemption ___100 
Taxable income $12,400 
fax thereon $ 3,572 
* 1956 
Interest on: $48,000 
Industrial bonds $16,000 
, $21,333 
B (Table VIII) $10,667 
C (Table VIII) $48,000 
Distributable net income $48,000 $48,000 
Taxable income a ’ 





£ ‘ , t t +f 1 3 é f eneficiar 4 the trustee 
‘ , ior 28 SEVETION t uf Le =n onder ¢ ,eneE 
ic caries B c z 2Trit C. 
ri OSE 
T able tPPLICATION PF SUBPART D—1956 
jar 
For tru: ficiarie 
aturn tah 
fai et ‘ f ; 
13 Ont 
i 
54.00 
s 2 On 
816.000 5 Owe 
, t (4 
Aa? ¥ 
J ; 
, 2 5 i” 
) $5000 
6 65,000 
mMlic ypart D t on 
ywcate 
i f yf to B $24 000 
taxs $21,333 $2 
2 to € $12 000 
‘ taxable $10,667 $10,667 
Table VII; ACCUMULATION DISTRIBUTION —1956 
TT } $30.000 
15,000 
j $45,000 
i $54,000 
j lichribvestionns | root to A 18.000 36.000 
Aistribwitions $ 9,000 
1? metl to have heen marle as of endl of first preceeding ear to 
lent of a imulation for that year ($11.428—Table V 
i | } } onsittered distributed trust ta for 1955 
O00 11 ADs 572 2,813.09 
fotal treated! as distributed 12 $11,813.09 
it ten tod { 
B C Total 
Preaterl Hlistribnited) 12/51/55 
(fneludible in 1956 ineome) 1,813.09 
3,937.70 
7,875.39 
iv i empt portion of L955 wross income) 1,312.56 656.29 1,968.85 
faealhl 1050 as onmulation distribution 6,562.83 3,281.4] 9,844.24 
! fnemr rm HA 


Actual trust tae 1055 (Table VI) 
Ar tual tacable inpome treet 1055 
Acouulation cietrihution in LO56 treated as made at 12/91/55 


(Vahle VIT) 


$12,400 


9,844.24 

$2,555.76 
$ 522.27 
$3,049.73 
$2,033.15 
$1,016.58 


TRUST INCOME TAXABLE TO GRANTORS OR OTHERS DEEMED OWNERS 


Congress and the courts have developed in past 
vears a number of rules for attributing the income 
of trusts to the erantor Cor other person deemed the 


substantial owner) rather than to the trast or bene 


fiviaries, The speottic statutory rules were contained in 
Kort ¢ 166 and 167 of the 1989 Code. The rales de 
veloped by the courts were based on the sweeping 
provisions of Section 22(a) of the old Code which 


relate to gross income. The new Code restates these 
rules with certain modifications. The most important 
modification is that, from now on, the courts will no 
longer have free rein with respect to the gross income 
provision, set forth in the new Code in Section 61. 
Section 671 of the new Code states in part as follows: 


“No items of a trust shall be included in computing 
the taxable income and credits of the grantor or of 
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any other person solely on the grounds of his dominion 


and control over the trust under Section 61 (relating. 


to definition of gross income except as specified in this 
subpart.” 

The subpart referred to is E—“Grantors and others 
Treated as Substantial Owners.” 


Reversionary interests 


Certain reversionary interests held by the grantor 
in either the corpus or the income of a trust cause the 
grantor to be considered the owner of the trust. The 
reversionary interest that has the effect of making the 
grantor taxable may be in only a portion of the trust. 
If so, the grantor is to be treated as the owner of that 
portion. 

The only kind of reversionary interest that has this 
effect is one which will or may reasonably be expected 
to take effect in possession or enjoyment within ten 
years beginning with the date of the transfer of that 
portion of the trust in which the grantor has the 
reversionary interest. Even this rule has two excep- 
tions. The first exception is where income is payable 
to charitable beneficiaries. The trust (or portion) is 
not considered as owned by the grantor to the extent 
that the income is, under the terms of the trust, irre- 
vocably payable for a period of at least two years 
(beginning with date of the transfer) to a church or 
a convention or association of churches, an educational 
organization or a hospital. The second exception 
relates to a reversionary interest taking effect at the 
death of an income beneficiary. If the grantor’s re- 
versionary interest is not to take effect in possession 
or enjoyment until the death of the person or persons 
to whom the income of the trust (or portion) is 
payable, then the grantor is not to be considered the 
owner by reason of his having the reversionary interest. 
Suppose, for example, the grantor in 1954 makes a 
transfer in trust providing for the payment of the 
income of the trust to A for A’s life and for the termina- 
tion of the trust upon A’s death, when the assets are 
to revert to the grantor. The grantor would not be 
considered the owner of the trust, and he would not 
be taxable on the income of the trust, even though 
A had a life expectancy of only nine years in 1954. 


Power to control beneficial enjoyment 


The grantor is treated as the owner of a trust (or a 
portion thereof) if he has a power of disposition over 
the trust income or corpus and if the power is exer- 
cisable without the approval or consent of any adverse 
party. If the power of disposition is exercisable by a 
non-adverse party, rather than by the grantor, the rule 
applies, for a power exercisable by a non-adverse party 
alone or by the grantor together with a non-adverse 
party, is considered the same as a power exercisable 
by the grantor alone. 

Exceptions to this rule are provided for in the case 
of eight separate classes of powers. The exempt 


powers are for the most part the same as those speci- 
fied in the regulations under the old Code; 7 and 8 
are new: 

1. The grantor will not be treated as owner because 
of a power to apply income for the support of a 
dependent to the extent that the grantor would not 
be subject to tax under Section 677(b). 

2. The grantor will not be taxed as owner because of 
a power which may only affect the income for a 
period beginning after ten years, but the grantor may 
be treated as the owner after the expiration of the 
ten-year period unless the power is relinquished. 

3. The grantor will not be taxed as owner because 
of a power exercisable only by will. This exception 
does not apply if the grantor has the power of appoint- 
ment by will over the income, where the income is 
accumulated for disposition by the grantor or may be 
so accumulated in the discretion of the grantor or a 
nonadverse party, or both, without the approval or 
consent of any adverse party. 

4. The grantor will not be taxed as owner because 
of a power to determine the beneficiaries of the income 
or corpus provided that payment must be made for 
a charitable purpose. 

5. The grantor will not be taxed as owner because 
of a power to invade corpus for a beneficiary or bene- 
ficiaries. In order to qualify for exemption the power 
must be either (A) limited by a reasonably definite 
standard which is set forth in the trust instrument or 
(B) exercisable to or for any current income bene- 
ficiary, provided that the distribution of corpus must 
be chargeable against the porportionate share of 
corpus held in trust for the payment of income to the 
beneficiary as if the corpus constituted a separate trust. 
This proportionate share limitation is designed to 
insure that the grantor, through a power to invade 
corpus, may not in effect have a power to allocate 
income. A power does not qualify for exemption if 
any person has a power to add to the beneficiaries 
designated to receive the income or corpus, except for 
the purpose of providing for after-born or after- 
adopted children. 

6. The grantor will not be taxed as owner because 
of a power to pay income to a beneficiary currently or 
to accumulate the income for future disposition to the 
beneficiary. This exception will apply provided that 
any income which has been accumulated must ulti- 
mately be payable either (A) to the beneficiary from 
whom disposition is withheld, to his estate, or to his 
appointees (or persons named as alternate takers in 
default of appointment) in a case where the bene- 
ficiary possesses a power of appointment which does 
not exclude from the class of possible appointees any 
person other than the beneficiary, his estate, his 
creditors, or the creditors of his estate or (B) on 
termination of the trust, or in conjunction with a dis- 
tribution of corpus which is augmented by the ac- 
cumulated income, to the current income beneficiaries 





140 * The Journal of Taxation * September 1955 


in shares which have been irrevocably specified in the 
trust instrument. Even though the trust instrument 
provides for payment to contingent beneficiaries if 
the primary beneficiary fails to survive the date fixed 
for distribution, nevertheless accumulated income may 
be considered to be ultimately payable. It will be con- 
sidered ultimately payable if the date fixed for dis- 
tribution may reasonably be expected to occur within 
the lifetime of the primary beneficiary. Accordingly, a 
grantor is not taxed on the income if he can postpone 
payment for a reasonable period of time provided the 
period is not so long that the effect of the power is the 
same as though it permitted an allocation of income 
between the income beneficiary and the remainder- 
man. A power does not qualify for exemption if any 
person has a power to add to the beneficiaries desig- 
nated to receive the income or corpus, except for the 





“ADVERSE” AND “RELATED” 
PARTIES 


AN “ADVERSE PARTY’ is any person having a sub- 
stantial beneficial interest in the trust which 
would be adversely affected by the exercise or 
non-exercise of the power which he possesses 
respecting the trust. A person having a general 
power of appointment over the trust property is 
considered as having a beneficial interest in the 
trust. 

A “nonadverse party” is any person who is not 
an adverse party. 

A “related or subordinate party” is any non- 
adverse party who is either the grantor’s spouse 
(if living with him) or any one of the following: 
The grantor’s father, mother, issue, brother or 
sister; an employee of the grantor; a corporation 
or any employee of a corporation in which the 
stock holdings of the grantor and the trust are 
significant from the view point of voting control; 
a subordinate employee of a corporation in which 
a grantor is an executive. 

“related or subordinate” party is presumed 
to 4 subservient to the grantor (in respect of the 
exercise or non-exercise of the powers conferred 
on him) unless the related or subordinate party 
is shown not to be subservient by a preponder- 
ance of the evidence. Under prior law a power 
held by the grantor’s spouse or by a related or 
subordinate party could be attributed to the 
grantor solely by reason of the relationship. 
Under the new Code powers so held are not 
attributable to the grantor unless the related or 
subordinate party is subservient to the grantor. 

A person is considered as having a power even 
though the exercise of the power is subject to a 
precedent giving-of-notice or takes effect only 
on the expiration of a certain period after the 
exercise of the power. 














purpose of providing for after-born or. after-adopted 
children. 

7. The grantor is not taxed as owner because of a 
power to withhold income during the disability of a 
beneficiary. The power to withhold must be exercisable 
only during (A) the existence of a legal disability of 
any current income beneficiary or (B) the period 
during which any income beneficiary is under the age 
of 21 years. The power may be the power to distribute 
or apply income to or for the beneficiary or to accu- 
mulate and add the income to corpus. The power 
qualifies for exemption even though the accumulated 
income will not be paid to the beneficiary from whom 
it is withheld. A power does not qualify for exemption 
if any person has a power to add to the beneficiaries 
designated to receive the income or corpus, except for 
the purpose of providing for after-born or after- 
adopted children. 

8. The grantor is not taxed as owner beeause of a 
power to allocate receipts and disbursements between 
corpus and income even though the power is expressed 
in broad language. This exception is designed to insure 
that a power which is normally vested in the trustee 
for purposes of conforming to appropriate trust ac- 
counting principles may not, if vested in the grantor 
as trustee, be construed as a power to determine the 
beneficial enjoyment of income or corpus. 

Two other exceptions contained in the regulations 
under the old Code are now set forth in the Statute. 
First, the grantor is not taxed as owner because of a 
power to allocate income or corpus among a class of 
beneficiaries if the power is held by any person other 
than the grantor or a person who is both related to 
the grantor and subservient to his wishes. The rule is 
not as strict as under the old regulations in that it 
attributes the power held by another person to the 
grantor only if that person is subservient. Note that 
the presumption of subserviency previously stated is 
applicable. Secondly, the grantor is not taxed as owner 
because of a power exercisable by. a trustee or trustees, 
not including the grantor or spouse living with the 
grantor, which enables the trustee to apportion income 
among a class of beneficiaries. The power must be 
limited by a reasonably definite external standard 
which is set forth in the trust instrument. A power 
does not qualify for exemption under this paragraph 
if any person has the power to add to the beneficiaries 
designated to receive the income corpus, except for 
the purpose of providing for after-born or after-adopted 
children. 


Administrative powers 


The rules in the old regulations concerning adminis- 
trative powers held by the grantor of a trust (or other 
person) have been incorporated into the Statute with 
some slight modifications. The administrative powers 
held by a grantor which result in his being taxed as 
the owner of the trust are divided into four categories. 

1. The grantor is treated as owner if the power 
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enables the grantor or any person to purchase, ex- 
change, or otherwise deal with or dispose of the corpus 
or income for less than an adequate consideration in 
money or money’s worth. This rule applies if the 
power is exercisable by the grantor or a nonadverse 
party, or both, without the approval or consent of any 
adverse party. 

2. The grantor is treated as owner if the power en- 
ables the grantor to borrow the corpus or income, di- 
rectly or indirectly, without adequate interest or with- 
out adequate security except where a trustee (other 
than the grantor) is authorized under a general lend- 
ing power to make loans to any person without regard 
to interest or security. This rule applies if the power is 
exercisable by the grantor or a nonadverse party, or 
both. The rule is not as strict as the rule of the old 
regulations which does not permit the power to be 
held by the grantor’s spouse and does not exempt the 
power if it permits loans without adequate interest. 

3. The grantor is treated as owner if he has directly 
or indirectly borrowed the corpus or income and has 
not completely repaid the loan, including interest, be- 
fore the beginning of the taxable year. This rule does 
not apply to a loan which provides for adequate in- 
terest and adequate security, if the loan is made by a 
trustee other than the grantor and other than a related 
or subordinate trustee subservient to the grantor. The 
exception to the application of the rule just stated did 
not appear in the old regulations. 

4. The grantor is treated as the owner if a power of 
administration is exercisable in a nonfiduciary capacity 
by any person without the approval or consent of any 
person in a fiduciary capacity. The term “power of 
administration” has a special meaning for the purposes 
of this rule. A “power of administration” is any one or 
more of the following: 

a. a power to vote or direct the voting of stock or 
other securities of a corporation in which the holdings 
of the grantor and the trust are significant from the 
viewpoint of voting control; 

b. a power to control the investment of the trust 
funds either by directing investments or reinvestments, 
or by vetoing proposed investments or reinvestments, 
to the extent that the trust funds consist of stocks or 
securities of corporations in which the holdings of the 
grantor and the trust are significant from the view- 
point of voting control; or 

c. a power to reacquire the trust corpus by sub- 
stituting other property of an equivalent value. The 
Committee Report sums up the significance of the 


[Mr. Peters is professor of law in the Notre Dame Law 
School; a member of the New York bar, and a graduate 
of the NYU Law School. He was formerly an attorney 
in the Office of Chief Counsel, Legislation and Regula- 
tions Division, Bureau of Internal Revenue. 

The foregoing is an adaptation of an article which 
appeared in the Notre Dame Lawyer.] 


“power of administration” rule by stating that the 
grantor will be taxable by reason of power over invest- 
ments only where investments are those in which 
the grantor individually and the trust have significant 
voting control and then only if the power is exercised 
in a nonfiduciary capacity, that is, in such a manner as 
to benefit the grantor individually rather than the 
beneficiaries. 


Power to revoke 


The grantor is treated as owner where at any time 
the power to revest in the grantor title to the trust (or 
a portion ) is exercisable by the grantor or a nonadverse 
party, or both. This general rule, which corresponds to 
that of the old Code, is subject to a special exception 
under the new Code. The general rule does not apply 
to a power the exercise of which can only affect the 
beneficial enjoyment of the income for a period begin- 
ning after the expiration of a period of. time. ‘The 
period of time is the ten-year period or other period 
specified in Section 673 concerning reversionary in- 
terests. The grantor will be treated as the owner after 
the expiration of the period unless the power is re- 


linquished. 
Income for benefit or grantor 


The grantor is treated as owner of any portion of a 
trust, the income of which without the approval or 
consent of any adverse party is (1) distributed to the 
grantor; (2) held or accumulated for future distribu- 
tion to the grantor; or (3) applied to the payment of 
premiums on policies of insurance on the life of the 
grantor (except policies of insurance irrevocably pay- 
able for a purpose specified in Section 170 (c) (relat- 
ing to definition of charitable contributions) ). The 
rule applies if the trust income may be distributed, 
held, or applied in the manner specified in (1,) (2), 
or (3) in the discretion of the grantor or a non-adverse 
party or both, whether or not income is actually used 
in the manner specified. 

The Committee Report points out that Section 167 
of the old Code applies to income which may, in the 
discretion of the grantor or a nonadverse party, be 
distributed to the grantor but it does not, by its terms, 
apply to income which is actually so distributed. 

The grantor is not taxed as owner because of a 
power the exercise of which can only affect the bene- 
ficial enjoyment of the income for a period beginning 
after the expiration of a period of time. The period 
of time is the ten-year period or other period specified 
in Section 673 concerning reversionary interests. The 
grantor will be treated as owner after the expiration 
of the period unless the power is relinquished. Sup- 
pose a trust provides for the accumulation of income 
for the benefit of the grantor’s son for a period of ten 
years and that the income of subsequent years must 
or may be paid to or accumulated for the grantor. The 
income of the first ten years is not taxable to the 


grantor. * 





Precautions to be taken in filing corporate 


pay-as-you-go income-tax return 


by Roy 8. Goop 


The first corporate declaration of estimated income tax, together with a partial payment, is due 


September 15, 1955. 


Effective penalty for underestimation is 12'/,%. 


This article recom- 


mends methods for avoiding the penalty, gives the background of the present provisions of the 


law, and suggests that the long-range picture for corporations under pay-as-you-go ts not bright. 


ete September 15, 1955, 20,000 corporations 
will be required to file, annually, an additional 
federal tax return—a declaration of estimated income 
tax (Form 1120-ES). These corporations will be re- 
quired to pay a portion of their federal income taxes 
during the year for which the tax is due, thereby 
effecting a system of semicurrent collection of federal 
income taxes imposed on corporations for the first 
time. 

The requirement that corporations file declarations 
of estimated income tax was one of the major changes 
from existing law which were made by the Internal 
Revenue Code of 1954. The filing requirements are 
mandatory, however, only in the event a corporation’s 
tax can reasonably be expected to exceed $100,000, 
which in the opinion of the Senate Finance Committee 
will limit the filing of the estimates to 20,000 of the 
425,000 corporations presently paying federal income 
tax. 


The Mills plan 


For the calendar year 1954, corporations were per- 
mitted to pay their federal income tax liabilities in two 
equal installments after the end of the year. At least 
50 per cent of the tax as shown on the income tax 
return as filed was due on March 15, 1955, and the re- 
maining 50 per cent was due on June 15, 1955. Fiscal 
year taxpayers paid or will pay their taxes for years 
ending in 1955 on a similar basis. The method fol- 
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lowed in the payment of taxes on 1954 income re- 
sulted from the completion of a plan, put into effect 
by the Revenue Act of 1950, for the acceleration of 
corporate tax payments. Since it was originally intro- 
duced by Rep. Wilbur D. Mills (D.—Ark.), the plan 
has been commonly referred to as the “Mills plan.” 

Prior to 1951, the taxes of a calendar year corpora- 
tion could be paid in four equal installments on March 
15, June 15, September 15, and December 15 of the 
year following the year in which the income was re- 
ceived or accrued. Fiscal year taxpayers paid on a 
similar basis. The Revenue Act of 1950 provided that 
beginning in 1951 (with respect to collection of taxes 
on 1950 income) each of the first two installments 
would be increased 5 per cent each year with the 
remaining two installments being decreased by a like 
amount, so that by 1955 all of the tax would be due 
in two installments. 

By virtue of the gradual acceleration of corporate 
tax payments, the government, whose fiscal year ends 
on June 30, was able to include in revenue in each 
of its five fiscal years, 1951 through 1955, 110 per cent 
of corporate tax payments, with no corresponding re- 
duction in the revenue of subsequent years, assuming 
corporate profits remained level. The minority report 
of the Ways and Means Committee of the House of 
Representatives on the Revenue Act of 1950 com- 
mented on the fiscal and political advantages of the 
Mills plan as follows: 

“In order, however, to bring revenue into the Treas- 
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ury more quickly, the bill contains a provision for 
accelerating these payments so that within a 5-year 
period corporations will have to make their payments 
in two installments instead of four. This proposal will 
produce no additional revenue but has the political 
virtue of reducing the fiscal deficit for fiscal 1951 by 
approximately $100,000,000.” 

As the Mills plan picked up momentum, the amount 
of corporate tax payments received by the government 
in the first six months of each calendar year kept in- 
creasing. It has been estimated that an additional 
$1.4 billion of corporate tax payments were received 
in the first half of 1954 over the amount of such pay- 
ments received in the first half of 1953, solely as a 
result of the Mills plan. 
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The receipt of a large percentage of corporate tax 
revenue in the first six months of the calendar year, 
which is the last six months of the government's fiscal 
year, gave rise to certain fiscal problems with which 
the Treasury Department had to cope. Marion B. 
Folsom, then Under Secretary of the Treasury, in 
testimony before the Senate Finance Committee in 
1954 set forth the Treasury Department’s position 
when he said that the present method of paying corpo- 
rate tax liabilities 

. concentrates in a very short period of time this 
$20 billion we are collecting from corporations. It up- 
sets our whole debt management program in the Treas- 
ury and also the money market generally. . . . Most of 
the larger corporations are already buying tax antici- 





Four sections of the 1954 Code contain the 
provisions covering corporate estimates and pre- 
payments. The major points of interest of each of 
these sections are set forth below. 

Section 6016—Declarations of estimated income 
tax by corporations.—Every corporation subject 
to income tax, except mutual savings banks con- 
ducting life insurance businesses, regulated in- 
vestment companies, and foreign corporations not 
engaged in business in the United States, whose 
tax (after the applicable credits) can reasonably 
be expected to exceed $100,000 shall make a 
declaration of estimated income tax with respect 
to taxable years ending on or after December 
31, 1955. The estimzted tax is defined as the ex- 
cess of the income tax which the corporation esti- 
mates will be imposed over the sum of $100,000 
and the credits the corporation estimates will be 
allowed. 

Section 6074—Time for filing declarations of 
estimated income tax by corporations.—The dec- 
laration of estimated income tax shall be filed on 
or before the fifteenth day of the ninth month of 
the taxable year—September 15, 1955, for calen- 
dar year corporations. However, if the require- 
ments for filing are first met after the last day of 
the eighth month and before the first day of the 
twelfth month, the declaration of estimated in- 
come tax shall be filed on or before the fifteenth 
day of the twelfth month. 

Section 6154—Installment payments of estimated 
income tax by corporations.—For years ending 
before December 31, 1956, 10 per cent of the 
estimated tax will be due in two installments, 
5 per cent on the fifteenth day of the ninth 
month of the taxable year and 5 per cent on the 
fifteenth day of the twelfth month of the tax- 
able year. If the declaration of estimated income 











1954 CODE SECTIONS APPLICABLE TO CORPORATE PAY-AS-YOU-GO 


tax is not required to be filed until the fifteenth 
day of the twelfth month, the full 10 per cent 
will be due at that time. In each of the succeeding 
four years, the total amount of estimated tax due 
will increase by 10 percentage points until a 
maximum of 50 per cent of the estimated tax 
is due. 


Section 6655—Feailure by corporation to pay esti- 
mated income tax.—In the event an installment 
payment of estimated tax for any taxable year 
is less than the amount which would be required 
if the estimated tax was 70 per cent of the tax 
shown on the completed return for such year 
reduced by $100,000, there is added to the tax 
an amount determined at the rate of 6 per cent 
per annum. In no event will the addition to the 
tax be imposed for any period after the due date 
of the completed return (which in effect codifies 
existing case law!) and will not be imposed at 
all with respect to any underpayment if the 
payment(s) would be adequate for an esti- 
mated tax based upon the lesser of the following: 

1. The tax shown on the return for the pre- 
ceding year reduced by $100,000, 

2. A tax computed using the rates for the 
taxable year but the facts as shown on the return 
for the preceding year and the law applicable to 
such year, reduced by $100,000, or 

3. Seventy per cent of a tax computed by 
annualizing income for the taxable year up to: 
(1) the first day of the month in which the in- 
stallment is due, reduced by $100,000, or (2) the 
first day of the second month preceding the 
month in which the installment is due, reduced 
by $100,000. 


1Stephan v. Commissioner of Internal Revenue, 
F(2d) 712 (CCA 5, June 24, 1952), 
1157. 
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pation notes during the year so they can turn them in 
in March and June of the following year against their 
tax liability. In those cases, we are paying interest on 
the tax notes.” 

The position of the Treasury Department cannot be 
denied. The composition of the total government debt 
at any time has a definite influence on the economic 
stability of the country. Therefore, the Treasury De- 
partment is constantly engaged with the two major as- 
pects of debt management: the refunding operations 
which affect the maturity arrangement of the out- 
standing debt, and the expansion or retirement of 
debt depending upon the cash position of the govern- 
ment. When corporate tax payments become concen- 
trated in the first half of the year while government 
expenditures are distributed over the whole year, the 
government is forced into short-term borrowings of 
a seasonal nature even though the cash budget for the 
year is in balance. As a result, the complex subject of 
proper debt management has been made more difficult 
and a remedy for the problem was sought. 


Changes made by the 1954 Code 


The Treasury Department's solution to this problem 
was to further accelerate the due dates of a portion 
of the corporate tax payments, thereby putting corpo- 
rations on a type of pay-as-you-earn basis. This ap- 
proach was adopted by Congress when it enacted the 
Internal Revenue Code of 1954. The sections of the 
1954 Code (together with the major points of interest 
in each section) concerning declarations of estimated 
income tax by corporations are set forth in the accom- 
panying box. 


Technical problems arising from 1954 Code 


Several questions and problems have already arisen 
regarding these estimates and payments. For instance, 
a corporation whose tax can reasonably be expected to 
exceed $100,000 for any taxable year and which is 
therefore, faced with the technical requirement that 
an estimate be filed may have had a tax liability of 
less than $100,000 for the preceding taxable year. 
It is not clear whether Congress intended that esti- 
mates be filed in such cases, since the statute provides 
no penalty for failure to file an estimate and since Sec- 
tion 6655 provides that under such circumstances 
there will be no penalty for failure to pay any install- 
ment of estimated tax. However, to fully comply with 
the law as enacted, corporations faced with such a 
situation would best be advised to file a declaration of 
estimated income tax. 


The corporate officer's dilemma 


The amount of the estimated tax in such cases raises 
another question. An estimated tax of zero, if desired 
by the corporation, would appear to be proper and 
would result in no penalty. However, the officer of 
the corporation, by signing Form 1120-ES, declares 


under penalties of perjury that the declaration has been 
examined by him and to the best of his knowledge is 
a true, correct, and complete declaration. A zero esti- 
mate by a corporation whose tax can reasonably be 
expected to exceed $100,000 is not, technically, a true 
and correct declaration. Therefore, if the corporation 
does not desire to pay any installments of estimated 
income tax, the proper procedure, theoretically, would 
be to reasonably estimate the tax for the current year 
and show such estimate on Form 1120-ES but make 
no payments of the estimated tax. However, a zero 
estimate in such cases would appear to be the practi- 
cal solution to this problem. The “declaration” which 
the corporate officer must sign on Form 1120-ES 
should be revised by the government to eliminate 
situations of this nature, which could occur anytime 
an estimate is filed on the basis of the preceding tax- 
able year although a greater tax liability in the current 
taxable year can be reasonably expected. 

A problem of a different nature arises when the 
situation described above is reversed, and a corpora- 
tion whose tax for the preceding taxable year was in 
excess of $100,000 reasonably expects to have a tax 
of less than $100,000 in the current taxable year. If, 
because of that expectation, the corporation does not 
file a declaration of estimated income tax for the tax- 
able year and if the completed return for the taxable 
year, when filed, does show a tax in excess of $100,000, 
the corporation could be subject to a penalty. The 
penalty for failure to pay an installment of estimated 
tax is based upon the tax as shown by the completed 
return as filed for the taxable year and not upon a 
reasonable estimate of such tax. 

Since the penalty of 6 per cent takes the form of 
an addition to the tax and is not deductible for 
federal income tax purposes, it is equivalent to a 
deductible interest charge of 12'/, per cent. Most 


corporations can borrow money at interest rates of 
from 3 per cent to 6 per cent. Therefore, in those 
situations where the corporation ‘is not completely 
safe from penalty under the provisions of Section 6655, 
it would seem advisable that estimates be kept on the 
high side, even at the expense of borrowing the money 
to make the necessary payments, rather than chance 
the possibility of a penalty which is, in effect, a 12'/. 
per cent interest charge. 


Effect of Section 452 and 462 


There could be still another problem confronting 
a corporation which is required to file a declaration 
of estimated income tax for the calendar year 1955 on 
September 15, 1955, and desires to avoid any penalty 
for underpayment by estimating its tax and making 
payments thereon on the basis of the tax as shown on 
its return for the calendar year 1954. If such a corpora- 
tion elected the benefits of Section 452 (Prepaid In- 
come) or Section 462 (Reserves for Estimated Ex- 
penses) of the Internal Revenue Code of 1954 in its 
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return for 1954, it has, under the provisions of Public 


Law 74 (H.R. 4725, 84th Congress, lst Session—the’ 


bill which repealed Sections 452 and 462 retro- 
y), until December 15, 1955, to file a statement 
and pay the increase in tax resulting therefrom. Public 
Law 74 further provides that the increase in the tax as 
shown on the statement required to be filed by Decem- 
ber 15, 1955, will be treated as tax shown on the return 
as originally tiled. Therefore, although the payment of 
the installmeut of estimated tax due on September 15, 
1955, is permitted to be measured by the tax for 1954, 
which does not have to be determined or paid until 
December 15, 1955, there could be a penalty on the 
payment unless the increase in tax occasioned by 
repeal is taken into account at that time. 


actively 


Consolidated-return corporations 


The proposed regulations with respect to consoli- 
dated returns which were published in the Federal 
1955, state that, regardless of 
whether a consolidated return for the taxable year is 


Register on July 2, 


subsequently filed, the requirement relating to filing of 
declarations of estimated income tax will be applicable 
to each of those corporations, individually, who are 
members of an affiliated group. In determining the 
Section 6655 to corporations which 
are members of an affiliated group which filed a con- 
solidated return for the taxable year or the preceding 


applicability of 


taxable year, the tax liability is apportioned among 
the members of the affiliated group according to the 
portion of consolidated taxable income attributable to 
each corporation. 


Problems with short years 

Questions regarding the requirements of estimates 
will also arise when corporations have short taxable 
years of less than twelve months. The Code delegates 
of the 
regula- 
tions. Since the Secretary has not as yet promulgated 
regulations covering the sections involved, it is neces- 


full authority in this matter to the Secretary 


Treasury and the subject is to be covered by 


ne to rely on the instructions accompanying Form 

1120-ES. The instructions state that a declaration need 
be filed only for those short taxable years covering 
a period of nine months or more. Furthermore, in those 
cases where a short taxable year of from nine to eleven 
months results from a change of the accounting period, 
the estimated income for the short taxable year must 
be annualized to determine whether a declaration 
need be filed. If, after annualizing the estimated in- 
it is determined that 
a declaration must be filed, the estimated tax may be 
scaled down in proportion to the number of months 
in the short taxable year for the purpose of determin- 
ing the amount of the installment due. The applica- 
bility of Section 6655 to short taxable years is not set 
forth in the instructions. 


come for the short taxable year, 


The acceleration of corporate tax payments under 
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the 1954 Code will differ in its effect on the govern- 
ment and the corporate taxpayer from the effect of 
the acceleration of such payments under the Mills 
plan. While the Mills plan permitted the government 
to increase its tax collections in five of its fiscal years, 
the present method of filing estimates will, in most 
instances, merely shift tax collections from the second 
to the first half of the government's fiscal year. How- 
ever, in the case of some fiscal year corporations, the 
changes in the payment dates will result in addi- 
tional tax collections during the government's fiscal 
years 1956 through 1960 of approximately $150,000,- 
000. On the other hand, completion of the Mills plan 
in fiscal 1955 means a reduction in government tax 
collections (to 100 per cent) during the fiscal year 
1956 of approximately $1.7 billion.* 

Under the Mills plan, the corporate taxpayer did 
not make actual tax payments in any one year in excess 
of 100 per cent. Assuming that corporate profits and 
tax rates remain level, acceleration of corporate tax 
payments under the 1954 Code will mean actual pay- 
ments of approximately 110 per cent in each of five 
taxable years with no corresponding reduction in pay- 
ments in subsequent years. 


Opposition to acceleration 


A considerable amount of opposition to the filing 
of estimates and the corresponding acceleration of 
payments was voiced by various business groups dur- 
ing hearings held by the Senate Finance Committee 
on the Internal Revenue Code of 1954. The basic ob- 
jection centered around the financial difficulties which 
the acceleration of tax payments would create for all 
corporations and especially those with limited working 
capital. Business groups warned the Senate Finance 
Committee of the drain on working capital which 
would develop as a result of the accelerated pay- 
ments and the possible adverse effects it might have 
on such matters as expenditures for expansion and 
dividend policy. 
cern over the working capital problem included the 
Controllers Institute of America, the Cleveland Cham- 
ber of Commerce, Chamber of Commerce of the 
United States, the Detroit Board of Commerce, Inde- 
pendent Natural Gas Association of America, and the 
J. L. Hudson Company of Detroit, Michigan. 

During Mr. Folsom’s testimony before the Senate 
Finance Committee, he indicated that the thinking in 
the Treasury Department was that: 

“, . . it will be good for people to get more up to 
date on their tax payments and not to depend too 
much on their tax liabilities to finance their current 
operations. The corporations will still be quite 
a little behind individuals. The individuals are starting 
in January. We are going to be liberal in allowing 
for estimating in September.” 


Business organizations voicing con- 


*W. F. Hellmuth, Jr., “The Federal Budget for 1956,” Re- 
serve Bulletin, February 1955, p. 123. 
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Opponents were quick to assert, however, that while 
the income of an individual is usually in cash and re- 
ceived ratably over the year, there is generally a time 
lag between the earning of corporate income and the 
realization of cash. As was pointed out by the Con- 
trollers Institute of America, “the estimated tax lia- 
= cannot be paid by unrealized accounts receivable 

r other noncash assets.” The Senate Finance Com- 
mittee’s attention was also called to the fact that when 
individuals were put on a pay-as-you-go plan back in 
1943, there was no substantial amount of doubling up 
of tax payments because of the tax forgiveness pro- 
visions of the Current Tax Payment Act of 1943, and 
that there were no such tax forgiv eness provisions in 
the 1954 Code. 

Although the requirements pertaining to declarations 
of estimated income tax restrict the application of this 
new feature of the tax law to 20,000 corporations, it is 
these corporations that account for 85 per cent of all 
corporate income tax liabilities. It has been contended 
by the Illinois State Chamber of Commerce that the 
speed-up of corporate tax payments discriminates 
against a small number of corporations because of 
their size. Following is an excerpt of statement 
filed with the Senate Finance Committee by the 
Illinois business group: 

“It appears that the proposal will result merely in 
placing an additional burden upon a comparatively 
few large corporations and that part of the expense 
of financing the Government debt is being imposed 
directly upon this group of taxpayers. From the stand- 
point of business, it appears that the problem of mak- 
ing funds available to the Government ratably through- 
be met by an educational 
program to encourage corporations to buy short-term 
Government securities designed primarily to apply 
against tax payments. Even though only a low rate of 
it is believed that 
substantial amounts would be invested therein for the 
purpose of funding the corporation's tax obligation. 
The allowance of such interest to the large corpo- 
rations is equitable and would put them in a position 
comparable to that of the 390,000 [405,000 as later 
amended by the Senate] corporations whose annual 
tax liability is less than $50,000 [$100,000 as later 
amended by the Senate].’ 

The Internal Revenue Code of 1954 as originally 
passed by the House of Representatives required the 
filing of estimates if a corporation’s income tax lia- 
bility could reasonably be expected to exceed $50,000. 
After 


out the year could better 


interest is paid on these securities, 


hearing all of the comments of interested per- 


[Mr. Good is anacinen with the accounting firm of 
Touche, Niven, Bailey & Smart, in its Detroit office. 
He is a CPA of Michigan and Ohio, a member of the 
American Institute of Accountants, Michigan Associa- 
tion of CPAs (and a member of its tax committee), 
and of the Ohio Society of CPAs.] 


sons with respect to the acceleration of corporate tax 
payments, the Senate amended the House bill to 
provide that only those corporations which could 
reasonably expect to have a tax liability in excess of 
$100,000 need file a declaration of estimated income 
tax. In effect, the Senate change, which was later ac- 
cepted by the House, eliminated 15,000 of the 35,000 
corporations which would have been required to file 
estimates under the provisions of the original House 


bill. 
Future possibilities 


Now that the pattern of having corporations file 
declarations of estimated income tax has been set by 
Congress, it might be advisable to reappraise the en- 
tire subject in terms of what has happened and what 
might happen in the future. There can be little doubt 
as to what has happened. Federal income tax pay- 
ments of large corporations have been increased 
approximately 10 percentage points for the next five 
years unless the corporation goes out of business. 
Although not labeled as a corporate rate increase, the 
provisions of the 1954 Code regarding declarations of 
estimated income tax, in effect, provide for such an 
increase. Also, in the light of what has gone before, it 
is fairly easy to speculate as to what might happen 
come 1960. It is not difficult to envision a similar plan 
for the further acceleration of corporate tax payments 
being proposed by the Treasury at that date so that by 
1964 a corporation will be paying practically its en- 
tire tax liability during the year for which the tax is 
due. The adoption of such a plan would mean a 
continuation of the 10 per cent tax payment increase 
for the years 1960 through 1964. 

Also, ‘if at some future date the “statutory exemp- 
tion” of $100,000 should be reduced to $50,000 (as 
originally proposed by the House of Representatives ) 
or eliminated entirely, from 15,000 to 405,000 addi- 
tional corporations would be brought under the filing 
requirements. 


A suggested approach to the immediate problem 


The immediate problem facing those corporations 
which must file a declaration of estimated income tax 
beginning September 15, 1955, is the basis upon which 
the estimates will be filed, since in many instances it 
is extremely difficult for a corporation to estimate its 
annual income before the end of the year. 

Generally speaking, it would seem advisable that 
estimates for the calendar year 1955 (or fiscal years 
ending in 1956), when the installments of estimated 
tax payable during the taxable year will total only 
10 per cent of the estimated tax, be based upon the 
tax for the preceding taxable year. Such an approach 
would eliminate in many cases detailed computations 
with respect to an estimate of the current year’s tax- 
able income and also the necessity of proving a reason- 
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Precautions for new corporate pay-as-you-go plan * 


ably accurate interim inventory valuation. Installments 
of estimated tax based upon an estimate of the current 
year’s taxable income would probably not differ sig- 
nificantly from the suggested method since the over- 
all percentage of estimated tax payable in 1955 will 
be small. 

Furthermore, if income is estimated for the taxable 
year on an actual basis, the slightest reduction of the 
installment payments below the amount of such pay- 
ments which would have been required if the esti- 
mate had been based on the tax of the preceding tax- 
able year could subject the corporation to a non- 
deductible penalty of 6 per cent should the estimate 
of income for the taxable year be materially under- 
stated. There will be no penalty if the estimate is 
based on the tax of the preceding year. 

In subsequent years, however, as the percentage of 
estimated tax payable during the taxable year in- 
creases, the basis upon which the declaration of esti- 
mated income tax is computed might well change. 
Since the installment payments will begin to run into 
a substantial amount of money, a declaration of esti- 
mated income tax based upon an estimate of actual in- 
come for the taxable year could (if the corporation’s 
income is down or the general trend of corporate 
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profits turns downward) ease the strain on the cash 
position at September 15. 

When, at the request of the Treasury Department, 
Congress adopted a plan for the semicurrent collec- 
tion of federal income taxes imposed on corporations, 
the load which corporate taxpayers must bear was 
made heavier. The financial burden arising from the 
effect on working capital has been the subject of 
criticism from various business groups and organiza- 
tions. Equally important is the “compliance” burden 
which will arise solely as a result of the requirement 
that an additional tax return be filed. As the amount 
of estimated tax payable within the taxable year in- 
creases, both the financial burden with its drain on 
the cash position and the “compliance” burden, neces- 
sitating reasonably accurate income forecasting to 
keep the financial burden to a minimum, will take on 
added significance. 

The proper preparation and filing of these returns 
in an efficient manner and in accordance with the 
provisions set forth in the Internal Revenue Code of 
1954 is now the added duty and responsibility of 
corporate taxpayers and their independent auditors, 
who will in many cases be called upon for assistance 
in these matters. ve 
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Tax effect of completed-contract method 


increases contractor's 


bom SQUEEZE ON WORKING CAPITAL 

made by the corporate pay-as-you- 
go provisions of the new Code doesn't 
remove the attractive features of the 
completed-contract method of account- 
ing. For, despite the new law generally, 
determination and payment of income 
taxes is still postponed when this ac- 
counting method is used. This fact was 
put in proper perspective by Edward 
B. Wilcox, CPA, of Chicago, recently.! 

He points out that a part of the con- 
with respect to his 


tractors concern 


finances naturally relates to income 
taxes. Obviously the completed-contract 
basis defers the payment of income tax 
and therefore helps with financing. In 
view of the carry-back and carry-for- 
ward provisions of the tax law, the pos- 
sibility of losses in some years and 
profits in others is not generally serious 
from a tax standpoint. For unincorpo- 
rated irregular 


reporting of income may involve higher 


contractors, however, 
tax brackets than would be the case if 
the income were more evenly spread 
out. 

For tax purposes either the percent- 
age-of-completion method or the com- 
pleted-contract method is available to 
contractors for contracts running for a 
period of twelve months or longer. For 
shorter contracts the taxpayer is re- 
quired to use the method, 
means with 


accrual 
although just what this 
respect to construction contracts does 
not seem to be clearly set forth. In the 
case of the Jud Plumbing & Heating 
Company, the Tax Court said that the 
completed-contract method was an ac- 
crual method. In another case the court 
said that the acceptance of a finished 
well by a customer of a drilling com- 
pany marked a completed transaction. 
indicate that the com- 
pleted-contract method is acceptable 


These cases 


working capital 


for both short and long term contracts. 
This seems reasonable since with re- 
spect to the short term contracts the 
completed-contract method closely ap- 
proximates the well established account- 
ing procedure with respect to manufac- 
ture and sale of goods, particularly 
where manufacturing job costs are used. 
Both inventories in the case of manu- 
facturing, and costs in the case of con- 
tracting, are accumulated, and income 
is recognized at a point of realization 
marked by a sale of a completed prod- 
uct. In general it appears that any 
consistent tax method will probably be 
acceptable. Under prior laws the regu- 
lations made special provision permit- 
ting a taxpayer under the percentage- 
of-completion method to recompute his 
taxes for years not barred by the statute 
of limitations by using information 
available when contracts were finished. 
The present law and regulations are 
silent on this point, but it may be that 
the same permission is or will be avail- 
able. In any case the selection of tax 
procedures which will minimize taxes 
and assist in the financing of contracts 
is an important consideration to most 
contractors. 

It is possible that a contractor has 
realized, either in the form of cash or 
accounts receivable, sums which repre- 
sent unearned profit. Under the per- 
centage-of-completion method the un- 
earned profit would relate to work not 
Under the completed-contract 
method no portion of the profit is recog- 
nized prior to completion of the con- 


done. 


tract so that any realization in excess 
of costs incurred except for prepayment 
liabilities mentioned above would be 
unearned profit. Since unearned profit 
is not taken up in income, provision is 
not normally made for the income taxes 
on such profit. This is logical with re- 


spect to the income statement, but 
raises a question with respect to the 
balance sheet. The cash and receivables 
or part of them are included in current 
assets, but the portion of these assets 
which will have to be paid out in in- 
come taxes when the profit is taken into 
account may be included in the item 
of unearned profit but not set forth as 
a liability. Thus it is possible during the 
course of a contract that a balance 
sheet may indicate a sound financial 
position which will be seriously im- 
paired when the contract is closed and 
the liability for taxes is taken into ac- 


count. This tax situation raises the 
question as to whether under any 


method balance sheet figures which 
represent or include some unearned in- 
come should be segregated so as to in- 
dicate the portion of it which will be- 
come a tax liability at a later date. 

Mr. Wilcox then raised the question 
of non-tax considerations affecting the 
choice of whether to use the completed- 
contract the per-cent-of- 
completion methods. He cites four such 


method or 


considerations: 


1. Regularity of income. The chief ad- 
vantage often claimed for the percent- 
age-of-completion method is that it re- 
sults in regular recognition of income or 
at least more regular 
recognition, when the income is earned, 
than does the completed-contract 
method. The desirability of regular 
recognition of somewhat 


comparatively 


income is 
minimized, however, by the facts that 
contractors’ income, particularly in the 
case of long term contracts, is by its 
very nature irregular, however meas- 
and that ‘their typically useful 
financial statement is more apt to be 


ured, 


the balance sheet than the income state- 
ment. Regular recognition of income as 
an indication of earning power is not 
generally of great significance to con- 
thought that 
should be recognized as earned raises 


tractors. The income 
the entire question of carrying inven- 
tories or investments at cost, and the 
question here is whether or not con- 
tractors’ accounts should constitute an 
exception to that general practice. It 
is sometimes urged that the percentage- 
of-completion method results in greater 
fairness to shareholders and possibly to 
employees under bonus and profit shar- 
ing plans, although it is doubtful that 
any greater fairness to these groups can 
be achieved than by placing them on 
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the same basis as that which seems 
sound from the standpoint of the 
company. 


2. Objectivity. The principal advantage 
of the completed-contract method is 
that the result of each contract can be 
determined with a satisfactory degree 
of accuracy and objectivity, and can be 
made subject to adequate verification. 
It is conservative in the desirable sense 
in that it conforms to the well estab- 
lished realization postulate in account- 
ing. A contract is not final until its com- 
pletion and the later stages of the work 
may involve unforeseen costs and pos- 
sible losses. Any basis on which income 
is recognized under the percentage-of- 
completion method necessarily involves 
subjective elements of judgment which 
are difficult of verification, and, while 
subjectivity is unavoidable in account- 
ing, its minimization is always a desir- 
able goal. To a great extent the validity 
of these considerations depends upon 
the degree of risk and uncertainty in- 
volved, and circumstances will alter 
cases. However, in general it is safe to 
say that contracting is a more than 
ordinarily hazardous business and there- 
fore corresponding conservatism is ap- 
propriate. That appears to be the view 
of many people who are in it and of 
bankers and bonding companies who 
have served it. It is significant that 
bankers generally seem to prefer the 
completed-contract method. 

On the other hand it may be that 
the completed-contract method permits 
an element of managerial caprice not 
possible under the percentage-of-com- 
pletion method. Income can be manipu- 
lated as between years by deliberately 
hastening or deferring the closing of a 
contract. This charge is subject to two 
(1) Whether or not it is 
undesirable that any business enter- 


questions: 


prise should have the privilege of tim- 
ing its actual operations as it wishes, 
and (2) whether the opportunities for 
caprice are really any greater than those 
existing under the percentage-of-com- 
pletion method in estimating the status 
or future of contracts in process. It is 
obviously of no great importance as far 
as guidance to management is con- 
management knows 
more about the status of the contracts 
than can be learned from financial state- 


cerned because 


1 At the annual meeting of the American Institute 
of Accountants, New York City, 1954. Mr. Wilcox 
is a past president of the Institute, and a partner 
of the accounting firm of Wilcox, Harbinson & 


Co., Chicago. 


ments. Neither is it very important from 
the standpoint of income statements as 
indications of earning power, since most 
contractors are closely held and even 
under percentage-of-completion meth- 
ods contractors’ income is subject to 
wide fluctuations. 


8. Presentation of assets and liabilities. 
One of the arguments advanced in 
favor of the percentage-of-completion 
method is that it facilitates a more 
meaningful presentation of assets and 
liabilities. The income tax liability on 
the profit taken into income is reflected 
in the accounts. Expired costs are writ- 
ten off and there may remain among 
the assets only an inventory or deferred 
charge relating to work not done. There 
may also be reflected an unbilled ac- 
count receivable representing a portion 
of the contract price earned but not 
subject to billing at the balance-sheet 
date under the progress payments pro- 
vision of the contract. The basis of 
computation of income earned under 
the percentage-of-completion method 
affords a basis of computing provisions 
for losses and of segregating any net 
credit balance as between prepayments 
by owners, unearned income, and the 
income tax liability related to unearned 
income. By comparison the completed- 
contract method might be reflected by 
net debit or credit balances in the na- 
ture of suspense items which would not 
disclose these elements. 

It should be pointed out, however, 
that the usefulness of this balance- 
sheet information is dependent on the 
accuracy and dependability of the com- 
putations by which it is developed and 
that similar information can be devel- 
oped when the completed-contract 
method is used. This point is particu- 
larly significant when, as often is the 
case, there is difficulty in ascertaining 
the amount of liabilities to suppliers 
and subcontractors for work done 
which should be taken into account. 
Under the percentage-of-completion 
method omission of such liabilities re- 
sults in a misstatement of both income 
and liabilities; under the completed- 
contract method the effect is limited to 
a misclassification of liabilities. 


4. Income tax effect. An important con- 
sideration that influences contractors is 
the burden of financing construction in 
process. The fact that the completed- 
contract method results in deferring the 
payment of income taxes is therefore 
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a practical advantage, particularly to 
corporations. Unincorporated contrac- 
tors, on the other hand, may be penal- 
ized by the completed-contract method 
if it results in such irregular taxable in- 
come that excessively high rates are in- 
curred. While this consideration is not 
an accounting problem it may have 
considerable weight in a decision be- 
tween the two methods. 


Criteria for selection of method 

In view of the great difference be- 
tween various contracts and between 
various contractors’ organizations, it ap- 
pears that either the percentage-of-com- 
pletion method or the completed-con- 
tract method may be the more appro- 
priate in a given case. It is even con- 
ceivable that the same contractor might 
properly use one method in some cases 
and the other method in other cases, 
although in general this would not be 
desirable. 

There seems to be little point in 
adopting the percentage-of-completion 
method in the case of a contractor who 
has many short term contracts. “uch a 
contractor is closely comparable to a 
job-order manufacturer such as a printer 
whose inventories of work in process 
are generally carried at cost. Under 
either method the contractor’s income 
would be reflected in a fairly regular 
manner. It is unlikely that such a con- 
tractor would be receiving progress pay- 
ments in material amounts, and he 
would therefore not be apt to have the 
problems of asset and liability classifica- 
tion typical of contracts of longer dura- 
tion. His accounting would be both 
simpler and sounder under the com- 
pleted-contract method. 


Effect of high degree of risk 

For very different reasons it would 
be undesirable for a contractor engaged 
in long term contracts which involved 
a high degree of risk and uncertainty 
to adopt the percentage-of-completion 
method. Such contracts might depend 
on unfavorable weather or ground or 
water conditions, or on hostile surround- 
ings or precarious labor relations, or on 
judgments without precedent or much 
guiding experience. Sometimes claims 
against contractors, even though they 
arise in early stages of the work, are 
pending in dispute or litigation through- 
out the entire term of the contract, and 
its final result might depend on their 
outcome. When high degrees of risk are 
involved the completed-contract method 
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is certainly the better part of discretion. 

In many cases contractors do not 
have well developed accounting sys- 
tems, and reliance on internal methods 
must be limited. In such cases the ac- 
counting methods may be adequate for 
the application of the completed-con- 
tract method but not for the percentage- 
of-completion method. Then the choice 
of method should be based on the avail- 
able evidential matter and that choice 
would generally be in favor of the 
completed-contract method. 

There remain the cases where the 
term of contracts is long, generally sub- 
stantially more than twelve months, the 
extent of risk and hazard is not exces- 
sive, and the internal methods are de- 
pendable. A great deal of building con- 
struction, some types of bridge and 
highway construction, and sometimes 
ship or power plant construction, will 
meet these requirements. In these cases 
the percentage-of-completion method is 
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appropriate, and its advantages will 
outweigh its disadvantages. This is par- 
ticularly true in circumstances where 
determination of income and indication 
of earning power are paramount. 


Borderline cases ; 

As a practical matter borderline cases 
will be encountered in which the fore- 
going criteria are not clear or in which 
they are conflicting. One difficulty is 
that the long term contracts which 
justify the percentage-of-completion 
method are sometimes the most uncer- 
tain of final result. In some cases the 
nature of the contract may justify 
the percentage-of-completion method 
whereas the accounting methods of the 
contractor may not. When there is doubt 
the question should be resolved in favor 
of the completed-contract method so as 
to avoid the possibility of taking into 
income unearned profits which may 
never be realized. % 


New rule on apportionment of real estate 


taxes is excessively restrictive 


fe URGING the amendment of Section 

164 of the 1954 Code to make the 
apportionment of real estate taxes more 
flexible, the committee on taxation of 
the Association of the Bar of the City of 
New York gives us a good view of a 
possible trap in the law. 
164(d) as it now stands, says the com- 


Section 


mittee, provides for the apportionment 
of real property taxes between buyer 
and seller. The provision is applicable 
only to the real property taxes of the 
“real property tax year” during which 
the property is sold. This would appear 
to create a possibility that under some 
circumstances the entire deduction 
could be thrown either to the buyer or 
to the seller by slight changes in the 
timing of the sale. For example, in a 
case in which 1956 real property taxes 
are payable in December 1955, the 
seller might prepay the taxes and obtain 
the deduction therefor by making the 
sale at the end of 1955, prior to the 
“real property tax year,” or he could 
throw the deduction to the buyer by 
making the sale at the beginning of 
1956. It is recommended that section 
164(d) be amended to apply also to 
taxes paid or accrued prior to a sale of 
real property with respect to a real 
property tax year subsequent to that in 


which the sale is made. 

The apportionment rule of Section 
164(d) does not appear to work if ap- 
plied literally in the case of successive 
sales during a single real property tax 
year. Thus, Section 164(d) (1) appears 
to divide the real property tax for the 
year into two parts (whereas it should 
be divided into as many parts as there 
are successive owners during the year), 
and the special rule of Section 164(d) 
(2) does not operate for a sale in which 
neither the buyer nor the seller is liable 
for the real estate tax and neither held 
the property at the time the tax became 
a lien. It would seem that the section 
might be amended to provide with re- 
spect to the effect of successive sales 
during the tax year. 


Accounting rules involved 


Detailed explanation of how the new 
Code provisions work was given re- 
cently by Kenneth Marks in his Busi- 
ness and Taxes, which is quoted below. 

Two major changes in the treatment 
of real estate taxes have been made by 
the new Code. 

1. Under the old rules, real estate 
taxes could only be deducted by an 
accrual basis taxpayer in the year in 
which, the tax accrued, (e.g., by re- 


ference to State or local law fixing the 
time when the tax became a lien, or 
when personal liability for the tax arose 
or some other similar basis). Cash basis 
taxpayers, of course, deducted the tax 
when paid. 

Under the new rules, if you are on 
the accrual basis, you may elect (for 
taxable years beginning after December 
31, 1953) to accrue the taxes ratably 
over the period for which the tax is 
assessed. However, rules are provided 
so that (a) you may not deduct taxes 
in 1954 which were deducted in 1953 
under the old rules, or (b) you get 
the deduction in 1954 for old taxes 
which could not be deducted in 1953 
under the old rules. (IRC 461(c)). 
But, watch out—as a practical matter, 
the deduction for real estate taxes will 
be reduced under this election in many 
cases (e.g., where taxes are levied 
covering advance periods). The election 
may be made without consent of the 
Commissioner at the time of filing a 
return (including extensions) for the 
first taxable year beginning after De- 
cember 31, 1953 and ending after 
August 16, 1954, which of course in- 
cludes the calendar year 1954. Other- 
wise the Commissioner’s consent is 
necessary (IRC 461 (c) (3)). 

2. Where property is sold, the real 
estate taxes are generally apportioned 
between the buyer and seller to the date 
of sale. But under the old rules, the 
purchaser couldn’t deduct taxes which 
had accrued and become a lien against 
the seller (who got the full deduction). 
So the amount simply increased the 
selling (or purchase) price. (Supplee 
316 U.S. 394). 


Purchaser is treated as taxpayer 


Under the new rules (IRC 164(d)), 
the purchaser is treated, for tax pur- 
poses, as the person upon whom the 
real estate tax is imposed for the period 
following the sale. The taxes would 
therefore be deductible by buyer and 
seller, for the period the property was 
owned by each. This rule applies 
whether or not there is any actual ac- 
count taken of the tax adjustment at 
the time of sale (Senate Finance Com- 
mittee Report). 

Of course, if a seller has made an 
election to pro-rate taxes under IRC 
461(c) as described above, the proper 
portion of the real estate tax will have 
already been deducted. But where no 
such election was made (or in the case 
of a cash basis taxpayer) so that the 
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entire real estate tax was previously 
deducted by the seller, the portion of 
the tax applicable to the period follow- 
ing the sale must be taken back into 
income by the seller in the year of sale 
unless he received no “tax benefit” 
from the original deduction; See IRC 
111). 

The section does not affect the treat- 
ment of any assumption of delinquent 
taxes by the purchaser. Such a pur- 
chaser assumes and pays delinquent 
taxes to procure an unencumbered title. 
Therefore, the amounts are treated as 
part of the purchase price (the same as 
under old law). 

The rules appiy generally to taxable 


Substantial financial 


years ending after December 31, 1953, 
if the sale takes. place after December 
31, 1953. However, if the tax was an 
allowable deduction under the 1939 
Code, the rules do not apply. 

In computing the amount realized on 
sale or other disposition of property the 
proceeds will not include any amount 
of tax considered under the new rules 
to have been imposed upon the seller. 
Similarly in figuring the basis of prop- 
erty the cost will not include any 
amount of taxes which are treated as 
imposed on the purchaser. In each case 
exception is made in the case of election 
to capitalize certain carrying charges 
and taxes under IRC 266. * 


value does 


attach to accelerated depreciation 


i bye PRESENT CONTROVERSY brewing 
over whether or not 5-year certifi- 
cates of necessity for accelerated de- 
preciation should be drastically cur- 
tailed focuses attention on the question 
of how much value actually flows from 
such acceleration of depreciation. We 
speak, of course, of the “emergency 
facilities” covered by Section 168 of 
he 1954 Code (124A of 1939 Code). 

Many responsible accountants take 
the position that acceleration merely 
switches tax incidence in time, does 
10t provide actual financial benefit. 
[his conception says “The timing of 
lepreciation allowances is of very little 
w no significance in terms of financial 
gain to a taxpayer. In the long run, only 
the tax basis (generally acquisition cost 
of a facility) can be deducted in arriv- 
ing at net income subject to tax.” 

Glenn Fall, of Anderson College, 
takes issue with this idea. He points 
out that a immediate 
financial value does attach to acceler- 
ated depreciation. In view of the pres- 
ent discussions of this subject, we found 
his observations in Accounting Review 
515 interesting. He says, this in part: 

“The quoted statement above is a 
very familiar one and has not been chal- 
lenged sufficiently to make those con- 
cerned aware of its inadequacy. Sub- 
stantial financial gain or loss may accrue 
to the taxpayer in the timing of depre- 
ciation allowances. The allowance of 
amortization on emergency 
facilities may be used to illustrate this 
point. 


“A tax savings may arise when the 


considerable 


special 


post-emergency tax rates are less than 
the rates during the emergency. A tax 
loss would result if the post-emergency 
rates for the company increased. A tax 
gain may be computed as shown in 
example A, which is, of course, highly 
simplified: 

Example A. Assume that a plant is 
built for $100,000 for the production of 
supplies on government contracts which 
will take five years to complete. Assume 
further that the facility is expected to 
be fully utilized for twenty years. Also 
assume a flat emergency period tax rate 
of 80 per cent of profits and a post- 
emergency rate of 50 per cent. 

“In example A, deductions under the 
amortization provisions will provide a 
tax savings of $22,500, as compared to 
reliance on the depreciation provisions 
(straight-line over twenty years). Un- 
der amortization, the tax saved during 
the emergency is $60,000 (80 per cent 
of $75,000, the excess of amortization 
over depreciation) and the extra post- 
emergency tax is $37,500 (50 per cent 
of $75,000). The size of the savings is 
due largely to the long service life of 
the facility, which places a greater por- 
tion of the depreciation deductions in 
the 50 per cent tax rate years. If the 
service life were twenty-five years, the 
savings would be $24,000. If the serv- 
ice life were only ten years, the savings 
would be $15,000. If the service life 
were five years or less, no tax savings 
would result. If the tax rates are con- 
stant, there will be no tax savings, re- 
gardless of the length of service life. If 
the rates increase, there will be a cor- 
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responding tax penalty under amortiza- 
tion. 


Interest savings 


“In addition to the tax savings in- 
volved in example A, the interest value 
of early deductions as compared to later 
deductions should be considered. This 
shifting of deductions into earlier 
periods permits the taxpayer to defer 
tax payments without an_ interest 
charge. There is, in effect, an interest- 
free government loan thus made to 
the investor. A conservative measure of 
the value of the interest savings can be 
found by reference to the interest rate 
for high grade corporate bonds. For the 
years 1919 to 1953 the rate for Aaa 
corporate bonds, as evaluated by 
Moody’s Investors Service, varied be- 
tween 2.5 and 6.5 per cent, averaging 
about 3.0 per cent. It appears, then, 
that 3.0 per cent should represent a 
reasonable rate for computation of any 
interest savings in early tax deductions. 

“The above examples point out clearly 
the fallacy of the statement, “The tim- 
ing of depreciation allowances is of very 
little or no significance in terms of 
financial gain to a taxpayer.” Substan- 
tial tax and interest savings may result 
in cases where the estimated useful life 
of facilities greatly exceeds the write-off 
period for tax purposes. Also, any de- 
preciation method which will shift de- 
ductions into the earlier portion of 
facility life, such as is being allowed 
under the 1954 Revenue Act, will tend 
to produce similar results. Such savings 
may be justified in the face to the facts 
of decline in economic usefulness of 
facilities. Business executives will do 
well to insist upon a careful timing of 
depreciation allowances, and, perhaps, 
all other tax deductions.” vr 


Taxes related to other 
costs in annual report 


WE TxHovucnHT the following explana- 
tion of their tax burden in the current 
annual report of Gardner-Denver Com- 
pany was interesting: 

“Heavy taxes are a necessary burden 
on every enterprise. While 
federal taxes were lower because of 
expiration of the excess profits tax, state 
and local taxes were higher, with the 
result that our tax bill of $3,043,464 for 
1954 was about the same as in 1953. 

Total taxes were equivalent to $4.60 
per common share, $2.70 per productive 
hour and $1,160.00 per employee.” * 


business 
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CAPITAL GAINS & LOSSES 


No gain or loss on payment of chari- 
table pledge with property. Satisfaction 
of a charitable pledge with property 
which has either appreciated or depre- 
ciated in value does not give rise to a 
taxable gain or a deductible loss. Its 
fair market value at the time of the 
contribution is the amount available as 
a charitable deduction. Rev. Rul. 55- 
410. 


Real estate dealer and investor has capi- 
tal gain on passive sales of rental hous- 
ing units. Taxpayer was a dealer, con- 
tractor and investor in real estate. Sales 
of vacant and unimproved lots were 
held to be ordinary income; the property 
had been held at all times primarily for 
sale to customers in the ordinary course 
of his business as a real estate dealer. 
However, a subdivision erected for ren- 
tal purposes was held to be investment 
property and the gain on the sale of 
houses in that subdivision was a capital 
gain. The houses had been held for 
rental purposes a number of years prior 
to their sale. A decision to liquidate an 
investment does not alone establish that 
it is held thereafter primarily for sale 
in the ordinary course of business. No 
promotion of any kind was used to ef- 
fect the sales which were primarily to 
the tenants. Phillips, 24 TC No. 50. 


That 1946 sales of rental housing re- 
sulted in ordinary income not binding 
for 1948, District Court reversed on 
other errors. Taxpayer received certain 
houses from his corporation in liquida- 
tion. Since rental of these particular 
houses was unprofitable, he testified 
that he sold some and he invested some 
of the proceeds in other rental proper- 
ties. Some sales activity was carried on 
by the project manager, but no advertis- 
ing was done in the taxable years. The 
jury found for the taxpayer that the 
properties were held for investment or 
rental purposes in the taxable year, and 
judgment was entered accordingly. The 
Circuit Court reversed and remanded, 
however, on the ground that the court’s 
charge was inadequate. The jury was 
not instructed as to the factors which 
they were to apply in arriving at their 
conclusion and were not instructed that 


unting decisions 
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this month 


the Government should prevail if the 
evidence was in equipoise. The court 
was not in error, though, in not direct- 
ing a verdict for the Government, since 
a fact question was presented for con- 
sideration of a jury. An adjudication 
that gains on the sales of houses in a 
prior year were ordinary income is no 
bar to a contrary finding in the taxable 
years, since different houses were in- 
volved. King, CA-5, 6/24/55. 


Sales of FHA houses produced capital 
gain; Tax Court reversed. Taxpayers 
were transferees of the assets of Pine- 
crest, a corporation which in 1943 con- 
structed housing units financed by an 
FHA guaranty. After the restrictions on 
sale were lifted, 90 of the 111 houses 
were sold at a gain. Rental of these 
houses had been unprofitable. Sales 
were not advertized in any way except 
by word of mouth and no salesmen were 
hired. The president of Pinecrest and a 
50% 
estate business; he was an automobile 
dealer from 1919 through 1949. Its vice 
president, the other 50% stockholder, 
had some real estate experience but 
never dealt on his own account. The Tax 
Court had held that the corporation’s 
business changed in 1946, the taxable 
year, from rental to sales of houses. It 
therefore found the gains were taxable 
as ordinary income. The Circuit Court 
reverses; it holds that the frequency and 
continuity of sales was consistent with 
the liquidation of an investment which 
was unprofitable, and do not justify the 
Tax Court’s finding that Pinecrest was 
engaged in selling houses as a business. 
Goldberg, CA-5, 6/21/55. 


stockholder was not in the real 


Court erred in directing verdict that 
gain on sale of lots was ordinary. Tax- 
payer, a practicing architect, inherited 
unsubdivided land. He decided to sub- 
divide it into lots for sale. A real estate 
broker was engaged on a commission 
basis to handle sales, and he conducted 
his own sales campaign including ad- 
vertising. Trial court directed verdict 
for the Government, declaring the gain 
from such sales ordinary income. This 
court reverses ordered judgment for tax- 
payer. Taxpayer merely found himself 
with an inherited asset which he set 
about to liquidate in the best manner 


possible. One dissent on ground that 
question should go to jury. A. W. Smith, 
CA-5, 6/30/55. 


Interest payable “if earned” purchased 
flat, capital when collected. Taxpayer 
bought an income note of a corporation 
upon which principal and interest were 
past due. Purchase price was not allo- 
cated between principal and _ interest. 
Later he received payments on past due 
interest when earnings became avail- 
able. The note provided that interest 
would be paid according to a certain 
formula “if as and when” earnings were 
available. Despite this contingency the 
“flat purchase” rule applies. The court 
affirmed the District:Court, holding that 
taxpayer's right to unpaid interest which 
he purchased was no less real because 
contingent on availability of earnings. 
It rejected the reasoning of the 3rd Cir- 
cuit in a similar case and the Govern- 
ment’s contention that the payment of 
interest was not a sale or exchange. It 
was pro tanto retirement held the court 
and was subject to capital gains treat- 
ment. Sailer, CA-5, 6/30/55. 


Capital loss on reduction of sale price of 
capital assets. In 1947 taxpayers sold 
their interests in a partnership, the ini- 
tial payment to be made in 30 days and 
the balance in three installments during 
1948 and 1950. Later in 1947 taxpayers 
agreed to accept a smaller immediate 
payment in place of the installments due 
in 1948 and 1950. They did this because 
they needed funds for their new busi- 
ness. The loss sustained was held to be a 
capital loss relating back to the original 
transaction. Wener, 24 TC No. 60. 


Gain on defaulted bond interest pur- 
chased flat is ordinary, not capital. A 
taxpayer who purchases interest-bearing 
bonds flat, ie. for a price not divided 
between the bond and the accrued un- 
paid interest, receives ordinary income, 
not capital gain, when he receives pay- 
ment of accrued interest in excess of the 
entire purchase price, if, at the time of 
the receipt of the interest, there is rea- 
sonable expectancy that the principal 
amount will ultimately be collected. 
Rev. Rul. 55-433. 


DEPRECIATION & DEPLETION 


Percentage depletion base of granite 
and marble mining defined. In mining 
granite and marble, the ordinary treat- 
ment processes which is regarded as 
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“mining” for depletion purposes can 
either include the production of the 
rough blocks or the production of the 
crushed byproducts shipped at the 
quarry. Rev. Rul. 55-390. 


Greater of cost or percentage depletion 
of oil lease used to adjust basis. In de- 
termining gain or loss on sale of an oil 
lease, taxpayer deducted from his ba- 
sis the percentage depletion allowed. 
However, inasmuch as percentage de- 
pletion cannot be less than that com- 
puted under the cost method, and the 
allowable cost depletion was deter- 
mined to be greater than the allowed 
percentage depletion, the basis of the 
lease was reduced by the greater “al- 
lowable” amount. James Petroleum 
Corp., 24 TC No. 58. 


ACCOUNTING METHODS 


Losses on non-producing oil royalties 
occurred prior to years claimed. A loss 
on a tax sale is generally deductible in 
the year in which the period of redemp- 
tion expires. An oil royalty interest sold 
on a tax sale was found to be worthless 
in 1944, at the time the redemption 
right expired; there was no information 
to determine when it lost its value; a 
loss in 1944 is denied. Also, non-pro- 
ducing oil royalties originally acquired 
at a cost of $69,000 were held to have 
become worthless prior to the years of 
purported sales for nominal 
amounts. James Petroleum Corp., 24 TC 
No. 58. 


their 


Debt to be repaid from wages held 
worthless upon termination of employ- 
ment. Taxpayer’s former husband was 
indebted to her on a $5,000 note. He 
was employed by a corporation in which 
she was an officer. Although insolvent 
and heavily in debt, he agreed to a 
method of repayment by an assignment 
of part of his wages. A nonbusiness 
bad debt loss was allowed taxpayer in 
1950 debtor, to 
avoid further. payments, quit the em- 
ploy of the corporation. Bankston, TCM 
1955-163. 


when the insolvent 


Proceeds of sale income when available. 
Taxpayer had a 1/, interest in a part- 
nership which was sold in receivership. 
$17,000 of his share of the proceeds was 
garnisheed by a creditor of taxpayer 
while it was in the hands of the receiver. 
Eventually, part of the $17,000 was paid 
over to the taxpayer by the receiver. 


Taxpayer excluded the $17,000 from 
the reported selling price of the partner- 
ship interest, but both the Tax Court 
and Appellate Court held that it was his 
income and was realized before the 
garnishee and actually was available for 
payment to him. 

In connection with the dissolution 
and sale of this partnership interest, tax- 
payer hired an attorney who assisted 
him in securing financial backing to pur- 
chase the entire partnership interests. 
The backer insisted on the hiring of an 
appraiser. However, taxpayer and his 
backer were outbid by the other two 
partners at the sale. Taxpayer deducted 
fees paid to the attorney and appraiser. 
The Tax Court allowed part of the at- 
torney’s fees as a business expense for 
legal services but allowed the remainder 
and the appraiser’s fee only as an offset 
against the selling price. The court 
affirmed the Tax Court holding that the 
ultimate effect of the employment was 
the sale of the partnership assets at a 
higher price. The value of his distribu- 
tive share thereby was increased. Ward, 
CA-9, 6/22/55. 


Incentive bonuses deductible when 
earned even though determined later. 
Taxpayer pays incentive bonuses the 
exact amounts of which cannot be de- 
termined until after the close of the 
taxable year. The service holds they 
are properly accruable and deductible 
for the year to which they relate, if (1) 
the total bonuses are definitely deter- 
minable by formula in effect prior to the 
end of the taxable year, (2) the em- 
ployer-taxpayer has definitely obligated 
itself prior to the close of such taxable 
year to make payment by giving notice 
to each employee of the percentage to 
be awarded him, and (3) payment of 
such bonuses is made as soon after the 
close of the taxable year as is feasible. 


Rev. Rul., 55-446. 


Can't accrue estimated costs to complete 
merchandise sold, though consideration 
does accrue. A partnership on the ac- 
crual basis agreed to transfer its inven- 
tory of water pistols to a purchaser who 
in turn agreed to assume certain part- 
nership liabilities and to supply parts to 
complete assembly of the inventory. 
The Tax Court requires the partnership 
at the time the contract became effec- 
tive to accrue as income the release from 
the partnership debts assumed. How- 
ever, an estimated cost of $17,220 to 
complete the assembly of the inventory 
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could not be properly accrued because 
it was not a fixed and definite liability. 
The partnership's obligation to deliver 
the unfinished part of the inventory was 
contingent on its receiving the necessary 
parts from the purchaser and it was not 
shown or claimed that such part had 
been furnished. Hilinski, TCM 1955- 
173. 


Legal service one, though fees were 
allowed periodically. The Third Circuit 
affirms the trial court; the issue is factual 
and the findings not “clearly erroneous.” 
The fees involved were for services to 
estates and trusts, allowed by the courts 
from time to time. For the purpose of 
determining whether this is long term 
compensation, taxed as if received when 
earned, the services are not terminated 
by each allowance of fees. Norcross, 
CA-3, 4/29/55. 


Rent accrues though tenant is in re- 
ceivership. Taxpayer accrued rent due 
under lease for the entire term of the 
lease even though the Receiver had re- 
pudiated the lease and taxpayer had re- 
entered. Those were loss years for the 
taxpayer. It then claimed a bad debt 
when settlement for unpaid rent was 
made. The Court holds that it was 
proper to accrue rent as set in the lease 
for the time prior to the appointment of 
the Receiver and also for the time the 
Receiver occupied the premises after 
repudiating the lease. Nothing should 
be accrued for the period after re-entry; 
the receiver denied liability and collect- 
ibility was uncertain. 

Interest on deposits in a closed bank 
is income when received; here also col- 
lectibility is too uncertain for accrual 
prior thereto. As to the carryback of 
loss, the definition of operating loss in 
the year suffered must be used—not the 
definition in the year to which carried. 
Interest is chargeable on deficiencies 
even though they are later offset by loss 
carrybacks. Buhl Land Company, CA-6, 
4/27/55. 


Interest accrues at debenture rate de- 
spite limitation by Cuban Constitution. 
Taxpayer, a New Jersey corporation op- 
erating railroad in Cuba, had compro- 
mised its 1943 U. S. income tax liability 
by accepting a deduction for less than 
the full amount of interest, at the de- 
benture rate, on its outstanding bonds. 
The constitution of Cuba, adopted 
after the issuance of the debentures, 
forbade payment of more than 1%. Al- 
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though the taxpayer had signed an 870, 
it was found entitled to a refund on an 
other issue. The government counter- 
claimed and asked that the bond inter- 
est allowed in the compromise be re- 
duced. This court held that it need not 
go into the question of whether the 
Government is prevented by the 870 
from making a counterclaim because 
the taxpayer is entitled to accrue all the 
interest at the debenture rate. The 
court noted that one bondholder had 
sued in New Jersey for his full interest 
and had been awarded it. Cuba Rail- 
road Co., DC N.Y., 6/8/55. 


Effective date of new vacation pay 
rules deferred. Because of the repeal of 
Code Sec. 462 (reserves for estimated 
expenses) and to give taxpayers time to 
study the alternative, Rev. Rul. 54-608, 
setting up rules for accrual of vacation 
pay, will apply to taxable years ending 
after 12/31/55 instead of years ending 
after 6/30/55. Rev. Rul. 55-426. 


Retirement payments to ministers and 
rabbis to be treated as gifts. Voluntary 
payments to retired ministers and rabbis 
will be treated as gifts excludable from 
gross income if the circumstances are 
similar to the Schall case and other cited 
decisions: no agreement, no service re- 
quired; close personal relation between 
the recipient and the congregation, pay- 
ment based on need of recipient and 
ability to pay of the congregation. Rev. 
Rul. 55-422. 


Modification of installment contract is 
not a “disposition.” Gain or loss results 
on “disposition” or “satisfaction” of an 
installment obligation. However the 
Service rules that a modification of an 
installment contract for the sale of a 
patent to reduce the selling price and 
installment payments does not consti- 
tute such a “disposition” or “satisfac- 
tion.” Rev. Rul. 55-429. 


Disposition of installment is taxable. 
Taxpayer sold its properties to its sole 
stockholders, husband and wife, who 
paid part cash and gave a note and 
mortgage for the remainder. It then 
elected to report the tax on the gain 
on the installment basis. Subsequently 
husband and wife sold the properties. 
Taxpayer surrendered the note and 
satisfied the mortgage, receiving a note 
and mortgage from the purchasers. 
Payments on the new note and mort- 
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gage also were reported on the install- 
ment basis. This court affirms the Tax 
Court and the Commissioner in finding 
that the taxpayer had “disposed” of the 
original installment obligation as part 
of the sale by the stockholders, and 
hence the unpaid balance was taxable. 
It rejected taxpayer’s contention that 
the disposition was an installment sale. 
Burrell Groves, Inc., CA-5, 6/17/55. 


Payments for past services to widow a 
gift. On the facts, the Tax Court finds 
that a voluntary payment of $8,000 to 
the taxpayer, the widow of an employee 
in gratitude for past services and to pro- 
vide her with financial assistance is a 
nontaxable gift. (There was no contract 
between the employers and taxpayer’s 
husband. Hence she could not claim 
that $5,000 was exempt as provided in 
both the old and the new Code.—Ed. ) 
Reardon, TCM 1955-154. 


$18,000 travel expense reimbursed not 
income to officer stockholder. Taxpayer 
owned and operated an insurance com- 
pany with his son. He traveled exten- 
sively for the company and paid all cf 
the expenses from his own funds, claim- 
ing and receiving later reimbursement 
from the company. Such expenditures, 
about $18,000, amounted to 4.321% of 
the gross commission income which tax- 
payer produced for the company in the 
taxable year. The court reversed the 
Commissioner's determination and con- 
cluded that such reimbursements were 
not taxable income since the expendi- 
tures were made on the company’s be- 
half and, considering the gross commis- 
sion income produced, the total amount 
of the expenditure was reasonable. 


Siegfried, DC Okla., 5/26/55. 


Interest on interest deductible, although 
payment improbable. Trustees in reor- 
ganization of taxpayer, a railway com- 
pany with all its assets in Florida, were 
authorized by the bankruptcy court to 
accrue interest on defaulted interest on 
taxpayer’s mortgage bonds issued and 
payable in N.Y. This penalty interest 
was included in company’s net operat- 
ing losses for 1947 and 1948. The 
Government disallowed the penalty in- 
terest as forbidden by Federal and New 
York law. The court holds that Fla. law 
allowing interest on interest applicable; 
Fla. was the place of performance. The 
improbability of payment because of 
taxpayer’s insolvency is no bar to de- 
ductibility. Martin, Trustee for Fla. East 


Coast Rwy. Co., CA-5, 6/30/50. 


100% interest in carryback from non- 
EPT year. Taxpayer sustained losses in 
1947 and 1948 part of which was attrib- 
utable to interest on invested capital. 
The losses were carried back to 1945 
and 1946. This unused EPT credit for 
1945 and 1946 was to be carried back 
to 1943 and 1944, the years in dispute. 
The Commissioner disallowed 50% of 
the interest for 1947 and 1948 for this 
purpose saying that if the invested capi- 
tal method had been used by taxpayer 
in computing its EPT credit for 1947 
and 1948, the deduction for interest 
would have to be reduced by 50%. The 
court rejected this; 'EPT law no longer 
was effective, consequently no reduction 
of 50% necessary. Martin, Trustee for 
Fla. E. Cst. Ry. Co., CA-5, 6/30/55. 


Satisfaction of fraud charges cannot be 
taken as a loss or business expense de- 
duction. Taxpayer incurred legal ex- 
pense and made payment in settlement 
of a suit against it for having through 
conspiracy and fraud transferred the 
assets of another corporation to tax- 
payer’s stockholders and others. The 
settlement costs and fees were not de- 
ductible either as a loss or business ex- 
pense; taxpayer derived no_ business 
benefit whatever from the fraudulent 
practices. Four judges dissent. Judgment 
had been entered against the taxpayer 
as a joint tortfeasor with the stock- 
holders. Taxpayer was forced to pay be- 
cause it alone had assets. The expense 
was therefore necessary. Allowing it 
would not frustrate policy, the case is 
analogous to Heininger; the deduction 
should be allowed. Caldwell & Co., 24 
TC No. 68. 


Theft loss allowed for missing diamond 
pin. Taxpayer was allowed to deduct a 
theft loss for a pin she lost. The pin was 
at all times locked in a bathroom com- 
partment the key to which was available 
to taxpayer's maid. The pin and some 
clothing were missing upon taxpayer’s 
return to her home after a temporary 
absence, the lock on the compartment 
showed no signs of having been 
tampered with, and the maid had left. 
The basis of the pin to taxpayer was 
found to be $1,500. She had received it 
as a gift in 1925 when it was appraised 
for insurance at $3,000. Though no evi- 
dence of the donor’s cost was presented, 
the court found the basis to be $1,500. 
Jones, 24 TC No. 59. 
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Executor may deduct personal expense 
for assistance. Though the activities of 
an executor in administering the estate 
do not constitute the carrying on of a 
trade or business, yet amounts paid by 
him to his coexecutors for their assist- 
ance to him in the performance of his 
duties are deductible by him as non- 
trade or non-business expenses incurred 
for the production of income. The estate 
here was substantial; the executors were 
the decedents’ inexperienced son and 
two business associates. The son agreed 
to pay part of his executors’ fees to the 
associates for their assistance. Rev. Rul., 
55-447. 


Restoration of old building is a capital 
cost. Because of the historic and archi- 
tectural value of an old deteriorated 
building taxpayer owned in the French 
Quarter of New Orleans, he was com- 
pelled by local law to restore rather than 
demolish it. Of the $49,000 expended, 
he sought to deduct $31,500 as repair 
expense. The deduction was denied. Ex- 
restore (rather than 
merely keep in operating condition) a 
property which has lost its commercial 
usefulness due to extreme deterioration 
expenditures recoverable 
over the new useful life of the building. 
Jones, 24 TC No. 64. 


penditures to 


are capital 


Decedent on final return cannot take 
loss on a conditional sales contract ter- 
minated after death. Finch, the dece- 
dent, had purchased a business under a 
conditional sales agreement providing 
that if he were to die within 3 years, 
the seller could elect either to repossess 
the business, or to call on the heirs to 
continue payments. Finch died within 3 
years, and 3 days later the seller elected 
to repossess. Any loss suffered on the re- 
possession did not occur prior to, or 
upon Finch’s death, so as to be deduct- 
ible on his final return. The loss was 
sustained after death and is deductible 
by the estate. Est. of Finch, 24 TC No. 
44, 


No deduction for expenses in locating a 
new business (a boy’s camp). Prelimi- 
nary expenses incurred in locating a 
boy’s camp site and in promoting the 
business to be acquired are not currently 
deductible. The costs of acquiring the 
site are amortizable over the life of the 


lease. Rev. Rul. 55-442. 


Loss on Polish property occurred after 
arrival in U.S. Taxpayer, a leader of 


the opposition to the Polish Communist 
Party, fled Poland and entered the U.S. 
in November 1947. He was allowed a 
loss in 1947 resulting from confiscation 
of his Polish property. The court found 
as a fact that the loss occurred in De- 
cember 1947 and not prior thereto. 
Mikolajczyk, TCM 1955-165. 


Interest deductible even though loans 
temporarily invested in tax exempts. In- 
terest on indebtedness incurred to pur- 
chase or carry tax exempt securities is 
not deductible. However, where the in- 
debtedness has been incurred for refi- 
nancing other loans, for working capital, 
and for contemplated plant expansion, 
a temporary investment of the funds in 
tax exempts will not preclude the de- 
ductibility of the interest. Rev. Rul. 
55-389. 


No deduction for missed interest. A tax- 
payer who overlooks presenting ma- 
tured bonds for payment and thus fails 
to realize anticipated interest for the 
period from the date of maturity of an 
obligation to the date of redemption 
suffers no deductible loss. Rev. Rul. 
55-405. 


Legal fees for corporation deductible, 
those for stockholders not. Taxpayer 
corporation purchased a majority inter- 
est in corporation and was 
faced with a suit by stockholders of the 
seller to cancel the sale. A compromise 
was effected; the legal fees paid by tax- 
payer were held by the court to be de- 
ductible. Taxpayer’s stockholders sub- 
sequently agreed to give an outsider an 
option to buy their stock, but later re- 
fused to execute it. The outsider threat- 
ened suit, and a compromise was ef- 
fected. Taxpayer company paid the 
compromise and also the legal fees and 
sought to deduct the latter. The court 
held that the fees were for the benefit 
of the stockholders and therefore non- 
deductible by the corporation. The 
compromise and legal fees which the 
corporation paid were treated by the 
Commissioner as a _ constructive 
the stockholders. The court 
held this correct. It allowed the pay- 
ments as deductions by the stockhold- 
ers. The court also allowed a higher 
rate of depreciation on taxpayer corpo- 
ration’s air conditioning unit than did 
the Commissioner. Beer, DC SD Ala. 
(So. Div.), 6/28/55. 
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Creditor in possession of orange groves 
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can deduct operating expenses. Tax- 
payer advanced money on the security 
of the borrower’s orange groves and 
upon default was in possession of the 
groves until a bankruptcy court ordered 
the return of the groves to the debtors. 
During the period of its possession, tax- 
payer incurred expenses from the 
groves. The government disallowed ap- 
proximately half of taxpayer’s deduc- 
tions for expenses; the court in a brief 
finding of fact, allowed all. Further, the 
Commissioner erred in disregarding a 
partnership of the taxpayer’s stock- 
holders in operating trucks. It held that 
the trucks were transferred to the part- 
nership for adequate reason and con- 
sideration and that the partnership had 
operated as a separate entity by reason 
of its maintenance of a separate bank 
account and books and records. 

It further held that the taxpayer 
should have reported as ordinary in- 
come the amount which the Commis- 
sioner allocated to growing crops in a 
sale of other orange groves by taxpayer 
to its principal stockholder. The Chas. 
Abbate Co., DC ND (E. Div.) IIL, 
6/13/55. [Under the 1954 Code the 
growing fruit, sold with the trees, is 
treated as a capital asset.—Ed.] 


Tax aspects of accounting °* 


Entire cost of converting dwelling to 
rooming house is capital. Taxpayer 
sought to deduct as repairs about half 
his expenditures for converting a dwell- 
ing into a rooming house. Court af- 
firmed lower court and held the entire 
expenditure capital on the ground that 
they were part of a general scheme for 
rehabilitating, reconditioning and re- 
converting the property. Hubble, CA-6, 
2/18/55. 


Fee for accounting in partnership liti- 
gation deductible. Taxpayer paid 
$3,500 legal expenses in connection 
with litigation with a former partner in 
an oil venture. Under the Cohan rule, 
the court finds $1,180 allocable to the 
claim for an accounting and deduct- 
ible. The balance was a capital ex- 
pense incurred in defense of title. James 
Petroleum Corp., 24 TC No. 58. 


City assessments for maintenance of 
streets deductible. The city made as- 
sessments against real estate owned by 
taxpayer's decedent. The proceeds were 
used to repair and resurface streets in 
the district which had been paved 30 to 
40 years previously. Replacements of 
existing curbs, gutters, and base also 
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were The court held that the 
assessments were properly deductible 
by the decedent since they were allo- 
cable to maintenance and were not of a 
kind tending to increase the value of 
the property assessed. First Nat'l Bank 
of Enid (Taylor Estate), DC Okla., 


4/21/55. 


made. 


BASIS QUESTIONS 


Corporate payment to creditor of stock- 
holder to remove cloud on title does not 
increase basis of property. Caldwell, on 
incorporation of taxpayer, conveyed real 
estate to it in return for stock which he 
transferred to family trusts. A judgment 
creditor of Caldwell sought to annul and 
rescind the conveyance as a fraud on 
paid $50,000 to 
settle the action. Neither the money paid 
in settlement, nor 
could be added to the basis of the real 
The basis allowed in prior years 
already reflects the amount allowable if 
Caldwell’s conveyance had been valid. 
Four judges dissent. If there had been 
error in settling the basis in prior years 
(presumably the fair value of the shares 
issued) that cannot be corrected here. 
The amount paid did clear title and 
should be allowed as a cost. Caldwell 
& Co., 24 TC No. 68. 


creditors. Taxpayer 


the costs involved, 


estate. 


Use of zero basis by government not 
arbitrary. In the absence of proof of any 
basis for stock acquired by gift, the 
government was justified in using a zero 
basis. Four judges dissent, saying that 
upon the sale of property acquired by 
gift the Commissioner is required to de- 
termine the basis of the last preceding 
owner who did not acquire it by gift. 
The Commissioner did not do that; he 
cannot therefore find a gain. Moreover 
these judges would not say valuation is 
impossible here. Caldwell & Co., 24 TC 
No. 68. 
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Filing incomplete returns common, but 


dangerous, with partnership clients 


es MOST PRACTITIONERS who pre- 


pare tax returns, the month or so fol- 


lowing the filing deadline is a period of 


stock-taking and self-appraisal. With 
the pressure of “tax season” comfort- 
ably behind him, the practitioner can 
take time to worry about the occasional 
snarl-ups, blush on recalling the few 
cases where he really dropped the ball, 
and lay plans for doing a better job 
next year. Usually, too, he can justifi- 
ably devote a minute or so to congratu- 
lating himself on the care and accuracy 
with which—by and large—he did his 
job. 


Informational returns 


If our introspection is honest, how- 
ever, we will all probably have to ad- 
mit that we didn’t concern ourselves so 
much with the purely informational re- 
turns as we did with those on which 
some tax was owing. Probably there are 
few practitioners who have not, for ex- 
ample, filed a partnership return with 
the balance sheet section not filled in. 
The client is a small family partnership 
with little or no records. The balance 
sheet information is not readily acces- 
sible. Time is of the essence. The re- 
turn goes in with no balance sheets and 
only a slight pang of conscience on the 
part of the practitioner who signs it. 
Since any penalty assessable is a per- 
centage of the tax, and since there is 
no tax owing on the return, it’s easy to 
be complacent about the omission of 
apparently non-essential information. 

But consider the case of George and 
Harry Pappas (Pappas v. United States, 
216 F. (2d) 515 (10th Cir., 1954) ). 
They filed their 1951 partnership re- 
turn leaving blank Schedule I which 
called for opening and closing balance 
sheets. But the tax authorities appar- 
ently were particularly interested in ob- 


taining the omitted information. When 
the partners ignored repeated requests 
that the balance sheets be supplied, the 
Government had them indicted under 
IRC (1939) Section 145(a). This pro- 
vision, substantially identical with Sec- 
tion 7203 of the new Code, makes it a 
misdemeanor to willfully fail to supply 
any information required by law or 
regulation in tax matters. 

Though the balance sheets were in 
fact supplied before the trial date, the 
prosecution was not dropped. The part- 
ners were convicted in the U. S. Dis- 
trict Court for Utah. The Tenth Circuit 
upheld the conviction. A taxpayer, said 
the court, willfully fails to furnish infor- 
mation when he does so intentionally, 
“probably as distinguished from mis- 
take or inadvertence, and it means do- 
ing it with a motive.” 
broader language: .it would seem 
clear that one who intentionally refuses 
to furnish the information required by 
Schedule I, knowing that it was re- 
quired, was guilty of willfully and in- 
tentionally withholding such informa- 
tion.” 


And in even 


Somewhat non-routine case 

This case, it is true, was not of cas- 
ual noncompliance. The record shows a 
long history of indifference to the gov- 
ernment’s requests for similar informa- 
tion, yet the decision does establish that 
there are real teeth in this little-relied- 
on provision, and that serious conse- 
follow from failure to 
comply with the informational require- 
ments of the Code and regulations, 
even in those cases where no tax dollars 
are directly involved. 

The court in Pappas made reference 
to another decision with the same moral 
(United States v. Carroll, 345 U.S. 457 
(1953) ). Mr. Carroll had been indicted 
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for failure to file information returns on 
Form 1099 (required with respect to 
payments to individuals of rents, divi- 
dends, interest, certain compensation, 
and the like). While the government 
lost this case because of a faulty indict- 
ment, the opinion makes it clear that 
criminal penalties may properly be im- 
posed in situations involving purely in- 
formational returns only, as well as in 
the more common cases where the pay- 
ment of a tax is also involved. 

For the tax practitioner, the moral is 
clear. He cannot substitute his own 
judgment for that of the government 
as to what returns should be filed and 
what need not be—tax or no tax—nor 
should he permit his client to do so. 
The man to whom taxes are a serious 
afford to have any 
“chinks in his armor.” In a close case, 


matter cannot 


the fear or possibility of a prosecution 
for failure to file information returns or 


to complete informational 


schedules 
could compromise an otherwise meri- 
torious position. And the lack of im- 
mediate tax consequences associated 
with a partnership return makes such 
slip-ups particularly easy in the partner- 


ship field. * 


Capital gains possibility for 
partnership taxed as a 
corporation 


JEROME TANNENBAUM of the New York 
Bar sends us this observation on a 
possible capital-gains opportunity for 
certain partners. 

“Although the partners of many 
partnerships will hesitate to make the 
election,” he says “I can see at least 
one loop-hole in the partnership sec- 
tions of the 1954 Code. For example, 
assume that the partners of a real es- 
tate or stock brokerage partnership are 
in the high brackets and want to retire 
in 2 or 3 years. If they make the elec- 
tion to be taxed as a corporation; take 
very small salaries if any; allow the 
profits to pile up; and after 2 or 3 
years liquidate; they will in effect be 
converting ordinary income into long 
term capital gain. While the enterprise 
might be faced with the problem of a 
special surtax on unreasonably accu- 
mulated surplus, the problem is not as 
grave as it might appear at first glance. 
Also, that type of an enterprise prob- 
ably would not be accused of being a 
collapsible corporation.” 

Mr. Tannenbaum points out a pos- 


sible complication. “The effect of a 
corporate classification may cause some 
embarrassment,” he says “if not con- 
flict, with respect to another new statu- 
tory provision. Where an insurance con- 
tract is transferred for a valuable con- 
sideration to a transferee who is not 
the insured, the difference between the 
transferee’s adjusted cost basis and the 
proceeds received upon death of the 
insured is generally taxable as income 
to the transferee. The new Code spe- 
cifically excludes from that rule a trans- 
fer from a partnership to a partner of 
the insured but not a transfer from a 
corporation to a_ stockholder (other 
than the insured). Keeping in mind 
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that a partner is considered as a stock- 
holder with respect to the qualified 
enterprise, the question arises: if a 
policy is transferred by a partnership 
to a partner of the insured while the 
partnership is classified as a corpora- 
tion, would the transferee partner be 
considered as a transferee for value of 
the policy and subject to tax? Under 
a literal interpretation of the statutory 
language, he may be considered as a 
tranferee for value. This interpretation 
is contrary to the Congressional intent 
underlying the insurance provisions 
(Sec. 101(a)(2) of 1954 Code) and 
will probably be remedied by tax legis- 
lation.” * 


New partnership decisions this month 





Partner can deduct overstatement of his 
share in year he accepts less. Taxpayer 
reported as his income for 1946 his full 
share of partnership income. However 
he had not received $4,000 of his share 
and was forced to sue his partner for it. 
In 1949 he accepted $1,000 in full set- 
tlement. In a brief statement of fact and 
conclusion of law, which does not con- 
tain the rationale, the court allowed 
$4,000 as a deduction in 1949. Neil, 
DC Calif., 5/12/55. 


Father-son partnership valid; each con- 
tributed capital and services. A 72-year- 
old machinist and his son, an engineer, 
were recognized as equal partners in an 
aircraft business even though the son 
had the exclusive power to manage and 
to draw checks. Both contributed capital 
and services. Taxpayer, the son, made 
gifts of partnership interests to his chil- 
dren who performed no services; the 
children’s interests were not recognized. 
The court noted that the restrictions on 
the children’s right to transfer their in- 
terests, the absence of distributions, of 
profit to them, and the disregard by the 
active partners of their rights, indicated 
a lack of intention to truly join together 
as partners. Income credited to the chil- 
dren was taxable to their father. Taylor, 
TCM 1955-153. 


Retiring partner sells assets to new ones; 
basis is cost. Upon the dissolution of a 
two-partner laundry-cleaning business, 
one partner sold her interest to two out- 
siders in an arms-length transaction at 
an appraised value. The two outsiders 
then contributed the property purchased 
to a new partnership, which included 


the remaining partner, to continue the 
same business. For purposes of depre- 
ciation, the new partnership could use 
the cost to the former two outsiders as 
the basis of the property contributed by 
them, but had to use the original book 
value, and not the appraised value, for 
those assets contributed by the original 
partner. Jacobs, TCM 1955-167. 


A partner's gross income includes his 
proportionate share of partnership gross 
income. For purposes of the 5-year 
statute of limitations, applicable if 25% 
of gross income is omitted, “gross in- 
come” of a member of a partnership in- 
cludes his proportionate share of the 
gross income of the partnership. Any 
partner’s share of the gross income re- 
ported in the partnership information 
return is treated as having been reported 
by each partner. Rev. Rul. 55-415. 


Profit sharing agreement did not create 
a partnership. On the facts taxpayer was 
held to be not a partner but an em- 
ployee on a salary and profit sharing 
basis. A purported partnership agree- 
ment giving taxpayer a share of the 
profits and permitting him to purchase 
an interest in the business out of such 
profits, did not create a partnership as 
he did not in fact receive any share of 
profits. The business at all times was 
under the control and domination of an- 
other. Taxpayer did not participate in 
the management and received a stipu- 
lated salary during the entire period. 
Consequently a payment made to him 
ostensibly for his “partnership interest” 
was additional compensation taxable as 
ordinary income. Finch, TCM 1955-179. 
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THE TAXATION OF INDIVIDUALS 


Per onal tax problems 


BY BENJAMIN HARROW, 4.0., CPA 





What we should do to the 1954. Code 


to make it equitable for individuals 


” THE cCouRSE of working with the 
1954 Code as it applies to individual 
taxpayers during this past year, we 
have been collecting incidents that sug- 
gest the need for change. Some of the 
following ideas are our own, some we 
have received from fellow-practitioners 
who find the 1954 Code not quite ade- 
quate. While some of these situations 
should be changed to benefit the 
Government, many have arisen from 
cases where a taxpayer has suffered un- 
fairly. 


Dividend received credit 

The 1954 code allows a credit against 
the tax of 4% of dividends received. 
For taxable years after December 31, 
1954, this credit may not exceed 4% 
“of the taxable income for the taxable 
year.” Suppose the income of a taxpayer 
includes capital gains and the taxpayer 
uses the alternative tax computation in 
determining his tax. Is the limitation 
based upon ordinary income or is it 
based upon ordinary income plus capi- 
tal gain? The form (1040) bases the 
limitation on ordinary income. Further 
legislation is needed to clarify this point. 


Retirement income 

The 1954 code allows a credit against 
the tax in the 20% bracket for retire- 
ment income. Pensions and annuities 
qualify as retirement income. However 
in the case of an individual under age 
65, such pensions and annuities must 
be received under a public retirement 
system, that is a system established by 
the United States, a state or a political 
subdivision. A taxpayer under age 65 
who receives a pension from a private 
or industrial system is not allowed a 
credit for retirement income. That 


would seem to be an inequity that 
should be removed. 


Standard deduction 


Under the 1954 Code individual tax- 
payers may elect a standard deduction 
of 10% of adjusted gross income. This 
may not exceed $1,000, except in the 
case of a married individual who files 
a separate return. In such a case the 
standard deduction may not exceed 
$500. 

It has been suggested that the item- 
ization of deductions could be elimi- 
nated to a considerable extent by pro- 
viding a standard deduction of 20% 
of adjusted gross income with a maxi- 
mum limit of $7,500. This has much 
to commend it. 


Additional exemption for dependents 


The 1954 code eliminated the $600 
gross income requirement for the de- 
pendency exemption in the case of 
children. It still remains a barrier to 
the exemption in the case of other de- 
pendents. It has been suggested that 
the dependency exemption should be 
allowed in the case of all dependents 
without any gross income restriction. 

If Congress is not ready to go that 
far it is suggested that a $600 exemp- 
tion be allowed for a dependent who 
is 65 years of age and whose gross in- 
come is less than $1,200. 

The exemption of $600 is allowed for 
a child under nineteen or even over 
nineteen if the child is a student. The 
term student means a full time student 
at an educational institution. This rules 
out attendance at night school. It is sug- 
gested that attendance at night school 
should also qualify a child for the ex- 
emption. There is no difference between 


attendance at a day school with a job 
at night and attendance at a night 
school with a job during the day. 

The 1954 code includes as a depend- 
ent an individual who has as his princi- 
pal place of abode the home of the 
taxpayer and is a member of the tax- 
payer’s household. This definition could 
apply to a taxpayer’s spouse. It has been 
held that a spouse may not also be 
considered as a dependent for purposes 
of the dependency exemption. It has 
been suggested that this point be clari- 
fied in the law. 


Non-business bad debt 


A loss resulting from a non-business 
bad debt is treated as a short term capi- 
tal loss, with all the attendent limita- 
tions. Taxpayers have been involved in 
much litigation on the question of 
whether a debt is a business debt or 
non-business debt. It has been sug- 
gested that the law be amended to de- 
fine a non-business bad debt as one 
made to a relative or one made purely 
for accommodation. That would elim- 
inate many hours of administrative and 
judicial time. 

A payment by an individual of a 
debt as a guarantor of a non-corporate 
obligation, the proceeds of which were 
used in a business, is a business bad 
debt fully deductible from ordinary in- 
come. This creates a situation where a 
direct loan can be a non-business bad 
debt whereas the guarantee of the loan 
becomes a regular deduction. It is sug- 
gested that the law be amended to 
eliminate any difference between a 
direct Joan and a guaranteed loan. 


Charitable contributions 

The general limitation for the deduc- 
tion for charitable contributions is 20% 
of adjusted gross income, with an ad- 
ditional 10% for contributions to a 
church, an educational organization or 
a hospital. Where a capital gain is taxed 
at the alternative rates the amount of 
the gain is not included in adjusted 
gross income and therefore would not 
form part of the base for determining 
the limitation for charitable contribu- 
tions. Since it is desirable to encourage 
charitable giving the Code should be 
amended to allow the entire capital 
gains as part of the base for charitable 
limitations. 

The short sale of stock and the chari- 
table deduction can be combined to give 
a taxpayer a double deduction. The 
taxpayer sells stock short just before it 
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goes ex-dividend. He then makes a 
charitable contribution of his short 
position immediately after the ex-divi- 
dend date. Since he is required to make 
good on the dividend he gets an ordi- 
nary deduction for that expenditure. 
At the same time he gets a deduction 
for that expenditure as a charitable 
contribution. From the government’s 
point of view this double deduction 
should be eliminated. 

If a contribution is made of property 
subject to liabilities in excess of its 
basis, a taxpayer is allowed a deduction 
based upon the market value of the 
property. At the same time the tax- 
payer may be relieved of the obligation 
to pay the liabilities. It has been sug- 
gested that the excess of the liabilities 
over the basis should give rise to in- 
come. 

A contribution made by a corpora- 
tion in excess of the amount deductible 
(5%) may be carried forward for two 
succeeding years. An individual does 
not have that privilege. It is suggested 
that the same privilege be extended to 
individuals. 


Conservation expenditures 


A new provision in the 1954 code 
permits a farmer to deduct expenditures 
for soil and water conservation or for 
the prevention of erosion of land used 
in farming, instead of being required 
to capitalize such expenditures. The 
amount deductible is limited to 25% 
of gross income from farming. 

Under an earlier ruling the cost of 
planting trees must be capitalized and 
as the statute now reads such cost would 
probably not be considered as an ex- 
penditure under this section. The plant- 
ing of trees is a most effective means of 
combatting the effects of erosion as well 
as the water problems now facing the 
country. Special encouragement should 
be given to the planting of trees by 
permitting a current deduction for such 
expenditures instead of requiring capi- 
talization of them. 


Expenses for production of income 


Deductible expenses of an individual 
include ordinary and necessary expenses 
for the production or collection of in- 
come and for the management, con- 
servation or maintenance of property 
held for the production of income. Ex- 
penditures in connection with prelimi- 
nary investigations of business are not 
deductible and yet they are incurred 
for the purpose of obtaining income. It 


is suggested that Congress include such 
expenditures as allowable deductions. 


Apportionment of taxes 


The purpose of the new provision in 
the code was to apportion the tax be- 
tween the buyer and seller in accord- 
ance with prevailing practice. Special 
rules govern where a taxpayer is on a 
cash basis and the other party to the 
sale is liable under the law for the pay- 
ment of the tax. It is suggested that this 
provision can be simplified considerably. 
First the apportionment should be per- 
mitted in all cases. If the seller under 
his accounting method has already ac- 
crued the deduction, he should be re- 
quired to report the apportioned amount 
as income. If the buyer is on a lien date 
basis and the lien date has not yet ar- 
rived at the time of the acquisition, the 
deduction should be the full amount 
of the tax less the amount allocated to 
the seller. 


Depreciation 

The sum of the years-digits method 
has added a novel method of determin- 
ing a depreciation allowance. It permits 
an accelerated depreciation and also 
enables a taxpayer ultimately to write 
off the entire cost. It has been suggested 
that the use of this method should be 
limited so that it is applied on an annual 
basis. If it is done on a monthly basis 
and a short period is involved the write- 
off is faster. 

The allowance for depreciation is in- 
tended to apply over the useful life of 
property. It has been suggested that 
the estimated useful life be used in 
order to avoid a continuous controversy 
where the actual useful life turns out 
to be different from the previous pattern 
used in computing depreciation. 

The use of the declining balance 
method and the sum of the years-digits 
method is limited to property with a 
useful life of three years or more. It has 
been suggested that this should be in- 
creased to four years or more. An item 
with a three year life can be written off 
in two years to the extent of 90%. If at 
the end of that period the item is sold 
the capital gain advantage is intensi- 
fied. Actually a taxpayer in top brackets 
can be dollars ahead. For example, an 
automobile costing $3,000 can be de- 
preciated in two years by $2,700, leav- 
ing a cost of $300. Suppose the auto- 
mobile is sold for $1,000. That results 
in a capital gain of $700. In the 90% 
bracket the taxpayer has saved $2,430 
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in tax from depreciation and $825 on 
the sale less the capital gain tax. On 
an original expenditure of $3,000 he is 
actually $255 ahead in dollars. 

In the case of an estate the allowable 
deduction for depreciation is appor- 
tioned between the estate and the heirs 
on the basis of the income allocated to 
each. In the case of a trust the deduction 
is apportioned on the basis of the in- 
strument creating the trust. It is sug- 
gested that the instrument (usually 
the will) creating the estate should be 
the basis for apportioning the deduc- 
tion just as it is for a trust. Otherwise 
one heir may be left the depreciable 
property and all the estate’s benefici- 
aries will participate in the deduction. 


Net operating loss 


In determining the net operating loss 
a corporation is entitled to the deduc- 
tion of 85% of dividends received from 
a domestic corporation, without regard 
to the limitation for tax purposes based 
on 85% of taxable income. If the full 
deduction of 85% of dividends received 
results in an operating loss the taxpayer 
may get the benefits of the operating 
loss deduction, the two year carry back 
and the three year carry forward. If 
the full deduction results in even $0.01 
of income, the deduction is limited to 
85% of net income. For example: 


Case 1 Case 2 
Income from 
dividends 
Deductions 

in excess 
of other 


$50,000.00 $50,000.00 





income 7,500.00 7,500.01 
Taxable _ in- a a 

come be- 

fore deduc- 

tion for 

dividends 

received $42,500.00 $42,499.99 
Deduction 

for divi- 

dends re- 

ceived 36,125.00 42,500.00 

$ 6,375.00 ($ 0.01) 


In Case 1 the limitation of Section 
246(b)(1) applies, 85% of taxable in- 
come before the deduction for dividends 
received. 

In Case 2 the limitation of Section 
246(b)(1) does not apply because a 
net operating loss results after taking 
the full deduction for dividends re- 
ceived. 
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It has been suggested that $0.01 of 
taxable income should not be allowed 
te make such a tremendous difference 
in the amount of the tax, and therefore 
this situation. should be corrected. 


Medical expenses 

Subject to the limitations, hospital 
and medical expenses attendent upon 
the birth of a child are allowable de- 
ductions. It is suggested that similar 
deductions be allowed to childless 
couples who adopt children for the 
costs of adoption including legal fees. 


Gifts of securities to 
minors: a solution 


How TO MAKE GiFts of securities to 
minors has been a hard problem for gift- 
minded parents (and _sales-minded 
security brokers). In April (2 JTAX 
248) we noted the plan offered by 
some banks—a trust of stock in a mutual 
fund. The uniformity of the trusts would 
enable the bank to deal with them on a 
volume basis and so meet the usual 
objection to a trust—the high cost of op- 
eration. The underlying problem is that 
in most states property once given to a 
minor can’t be sold without appoint- 
ment of a legal guardian; and reinvest- 
ment is also generally required to be in 
“legals.” Now the Treasury has just 
issued a ruling which tells us how to 
give securities to minors, insure tax- 
ability to them, and retain the ability 
to change investments—all without much 
paper work. Rev. Rul. 55-469 held that 
an outright gift of securities had been 
made to certain grandchildren and they 
were taxable on the income and capital 
gains. The grandparents purchased the 
stock for the children but had it issued 
in the name of the parents of the chil- 
dren. Dividends were paid into a bank 
account under the names of the parents 
as “trustees.” The Treasury held under 
the facts that there was no trust but an 
outright gift. 


Very few tax tricks in 
co-ownership of U. S. bonds 


ALMOST EVERY tax practitioner has had 
many clients in recent years who wanted 
to effect some kind of transfer involving 
use of Series E savings bonds. This 
appeals to taxpayers as a way to get 
around a gift tax, and theyre always 
disappointed when we have to tell them 
the limitations. 
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Now a recent ruling (Rev. Rul. 55- 
278) discusses some tax consequences 
of a transfer of such a bond to a co- 
owner. In 1948 A purchased an E bond 
which was registered in the names of 
A and B as co-owners. In 1953 the bond 
was reissued in the name of B alone. 
The transfer constitutes a gift subject to 
the gift tax. The redemption value of 
the bond at the time of reissue is the 
value to be used for gift tax purposes, 
since that is the amount of the gift. 

What about the increment in value 
since the bond was purchased? Is that 
taxable income? The ruling holds that 
such increment represents accrued inter- 
est taxable to A for the year in which 
the gift is made, except for any portion 
of the increment that had previously 
been reported as income. 

The taxpayer who requested the rul- 
ing pointed out that the Series E bond 
is generally non-negotiable and non- 
transferable and since it is not market- 


able it has no particular market value. 
The ruling goes on to say that the 
definitely indicated or ascertainable 
value is the amount at which the bond 
is redeemable. The Internal Revenue 
Service has previously held that there 
is no gift for gift tax purposes when a 
taxpayer buys the bond and has it reg- 
istered in his name and that of another 
in the alternative as co-owners. If the 
taxpayer during his life time permits the 
co-owner to redeem the bond and retain 
the proceeds, then he has made a gift. 
It, should be noted that the full redemp- 
tion value would be includible in the 
gross estate of the taxpayer if not pre- 
viously redeemed. 

Co-ownership of Series E bond is 
not a tenancy by the entirety, a tenancy 
in common, or a joint tenancy such as a 
joint bank account. A remains the 
beneficial owner unless he in some way 
surrenders the bond to B. Until then B 
has only an expectancy. bas 


Ruling clarifies somewhat tax treatment 


of property given in exchange for support 


/HEN TAXPAYER receives property in 

exchange for a promise to sup- 
port the donor, a somewhat compli- 
cated set of problems arise. 
Revenue Ruling 55-119 attempts to 
clear up some of these questions, and 
while the Ruling some un- 
answered questions, the following sum- 
mary based on it by Robert E. Nelson 
(from the Wisconsin Bar Bulletin) is 
a good guide for practitioners hav- 
ing clients in this position. Mr. Nelson 
says this: 


basis 


leaves 


Where there is no element of gift 
involved, the following rules apply to a 
transfer of farm by a father to his son 
in consideration of a promise of sup- 
port: 

1. Son’s basis for depreciation. The 
son’s basis for depreciation is the com- 
muted value of all prospective pay- 
ments. Presumably the annuity table 
contained in the Temporary Rules pro- 
mulgated under Section 72 might be 
used. However, when the actual pay- 
ments exceed this amount, the total ac- 
tual payments become the basis for 
depreciation. 

2. After father’s death. After the 
father’s death, the total payments ac- 
tually made constitute the basis for de- 


preciation and for gain or loss in the 
event the property is sold. 

3. Sale before father’s death. If the 
farm is sold before the father’s death, 
the basis for determining gain on the 
sale and the basis for determining loss 
is different. The basis for determining 
gain is the total payments made to the 
date of the sale (less depreciation) plus 
the commuted value of the remaining 
payments, based on the father’s age at 
the date of the sale. ° 

The basis for computing loss is merely 
the total actual payments made to the 
date of the sale (less depreciation). 
Note that there may be neither gain nor 
loss, if the selling price falls between 
the basis for gain and the basis for loss. 

4. Payments after sale. If the farm 
is sold by the son at a gain and if the 
father dies before all the expected pay- 
ments are made, the son realizes income 
in the year of death to the extent of the 
payments he will never have to make, 
because they were included in his basis 
for gain. 

If the farm is sold at a gain by the 
son and the father lives longer than his 
expectancy, so that the son makes more 
payments than expected, the son has a 
deductible loss as each excess payment 
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is made to his father for support. 

If the farm is sold at a loss, every 
subsequent payment is deductible by 
the son. 

Where no gain or loss is recognized, 
because the selling price falls between 
the basis for loss and the basis for gain, 
the son’s payments are deductible after 
the total paid exceeds the selling price. 

Such gains and losses arising out of 
payments subsequent to the father’s 
death are ordinary or capital depending 
on the purpose for which the son holds 
the property. 

If the transfer of the farm to the son 





Tax Court disagrees with Circuits; re- 
fuses to regard death or remarriage con- 
tingency as converting installments into 
periodic alimony payments. Divorce de- 
cree required the taxpayer-husband to 
pay $24,000 to his wife in $200 monthly 
payments. In the event of wife’s death 
or remarriage payments were to stop. 
The Tax Court held the payments to 
be installments of a sum which, despite 
these contingencies, was fixed. The pay- 
therefore not deductible. 
Furthermore, as the final installment 
was due 18 days before the expiration 
of 10 years from date of decree, these 
were not installments payable over more 
than 10 years and therefore deductible 
alimony. Isfalt, 24 TC No. 56. 


ments are 


Lump sum settlement of accrued ali- 
payments “periodic” 
characteristics. The divorce decree in- 
separation agreement 
which provided for $60 a week support 
to the taxpayer-wife plus a stipulated 
annual payment. Only the weekly pay- 
ments were made. In settling the ar- 
rearages, which approximated $14,000, 
the husband agreed to pay that amount 


mony retains 


corporated a 


for a release from the original agree- 
ment except as to continuation of in- 
creased weekly payments. The $14,000 
was held to constitute taxable alimony 
to the wife. It was not a “principal sum” 
payable in installments of less than 10 
years (which would not be taxable ali- 
mony), but merely the arrearages in pe- 
riodic alimony payments due the wife 
under the original separation agreement. 
White, 24 TC No. 51. 


Sabbatical leave expenses personal if 
not required to maintain position. Ex- 


ew decisions affecting individuals 


is intended partly as a gift, a separate 
determination of the son’s basis must be 
made for the portion of the property 
constituting the gift. The Ruling seems 
slightly confusing on this point, but ap- 
parently the value of the farm will be 
split into two parts, one portion to be 
treated as a gift and one portion to be 
treated as a sale. This division of a 
single transaction into part gift and part 
sale appears contrary to R. Finke, 39 
BTA 510 (acq), where the Board held 
that a sale of stock worth $200,000 for 
$80,000 to a daughter and three trusts 
was not part gift. “ 


penses incurred by a teacher for travel 
and study while on sabbatical leave are 
personal nondeductible expenses if the 
travel and study are not required to 
maintain the teaching position. Rev. 
Rul. 55-412. 


Adopted child’s citizenship depends on 
his parentage. An adopted child, born 
in a foreign country, has the citizen- 
ship of its parents at the time of its 
birth. This determines whether the child 
is a citizen for purposes of the depend- 
ency deduction. Legal adoption does 
not, of itself, confer upon the child the 
citizenship of the adopting parents. Rev. 
Rul. 55-413. 


Storm loss found equal to part of re- 
pair cost. Taxpayer's old barn was dam- 
aged by storm. The Court accepted his 
proof of repair costs, but in view of the 
poor condition (and low value) of the 
barn before the storm and the im- 
provements made, together with re- 
pair, allowed $800 of the $1,800 spent. 
Richard E. Stein, TCM 1955-57. 


Husband gets dependency credits for 
children living with their mother. Each 
of the divorced spouses claimed de- 
pendency exemptions for their two mi- 
nor children. The court refused to ac- 
cept the wife’s estimate of total support 
and held that the husband’s weekly 
support payments for the children total- 
ling $1,395 and $1,405 for two of the 
three years involved, constituted more 
than one half of the total cost. Dyer, 
TCM 1955-168. 

A father who, pursuant to a divorce 
decree, contributed $40 a month for the 
support of his minor daughter, spent in- 
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determinate sums for her clothes, and 
bore the expense of her food, lodging, 
and entertainment on almost every 
weekend, was held entitled to the de- 
pendency exemption. Although he had 
not shown the amount of total support, 
the court, considering his station in 
life, was convinced his expenditures 
amounted to more than half. Blanken- 
ship, TCM 1955-169. 


Hotel operator can deduct cost of own 
meals. Taxpayer and his wife owned and 
operated a hotel. They and _ their 
daughter lived at the hotel and gave 
their full time and attention to its opera- 
tions. The court allowed them to deduct 
the full cost of meals served and full de- 
preciation on equipment. The Commis- 
sioner had eliminated from expenses the 
estimated cost of meals and other serv- 
ices used by the taxpayer, his wife, and 
daughter. These costs are ordinary and 
necessary expenses. Doak, 24 TC No. 
65. 


“Consulting geologist” fails to prove he 
was in business. Taxpayer, an employee 
at an ordnance depot, claimed business 
deductions as a “consulting geologist” 
though he had no income from this 
source. Deduction denied for failure of 
proof. Fees, TCM 1955-159. 


Wife liable for tax on half of community 
earnings prior to divorce. Taxpayer was 
held liable for taxes on one half of the 
community income during the period 
beginning with her marriage in June 
1951 to the end of that calendar year. 
A divorce secured early in the following 
year did not relate back to the com- 
mencement of the action in 1951 so as 
to terminate the community interest in 
that year. Freundlich, TCM 1955-177. 


Penalty for underestimation of tax up- 
held; timely payments not made. Tax- 
payer sought to avoid the penalty for 
underestimating his tax by showing that 
the tax paid under the declaration plus 
the tax withheld exceeded the tax shown 
on his return for the prior year, which 
was a short taxable year. The court 
found it unnecessary to decide whether 
an estimate could be based on a prior 
short-period return. It sustained the 
penalty because timely payments of es- 
timated tax were not made, pointing out 
that penalty is avoided by filing an esti- 
mate based on the prior year only if 
timely payments of the estimate is made. 
Totten, TCM 1955-174. 
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Gain on foreign exchange held ordinary; 


nature of capital gain clouded by decision 


TN AN AREA so important as the dis- 

tinction between ordinary income 
and capital gain, it is a major misfor- 
tune for a decision to be handed down 
which upsets widely-held views but 
doesn’t tell us why. This is essentially 
what happened in Church’s English 
Shoes, Ltd., (24 TC No. 9). There was 
even one dissent, but the dissenting 
judge didn’t state his views. As Myron 
Semmel said “I think that foreign ex- 
change and the Bagley, Sewall issue are 
two confusing and unsettled areas in 
the tax law, and the Tax Court was 
unfortunate enough to get both of them 
at the same time.” 

Church’s English Shoes, Ltd. is the 
latest decision in development of the 
case law on repayment of debts in 
foreign currency. 

The facts relevant to the point dis- 
cussed may be summarized as follows: 
In 1935, the taxpayer purchased shoes 
from its corporate grandparent on credit 
for £2,482. At the time of the purchase, 
the rate of exchange was $4.86 to the 
pound. Accordingly, the cost of the 
shoes in United States dollars was 
$12,063 and the property was included 
in the taxpayer’s inventory and cost of 
goods sold at that figure. In 1947, when 
the rate of exchange was $4.027/,, the 
taxpayer acquired £2,482 for $10,000 
and satisfied therewith its debt. The 
difference between the dollar value of 
the indebtedness incurred in 1935 
($12,063) and the dollars expended to 
pay the indebtedness ($10,000), the 
Commissioner contended was ordinary 
income in 1947. The court agreed. 


Why ordinary income? 


The confusing point of the court’s 
opinion was the reason for holding that 
the gain was ordinary rather than capi- 
tal. The court said: 

“There is no basis for this contention; 


there was no sale or exchange of a 
capital asset involved. The dealing in 
foreign exchange did not involve any 
purchase or borrowing of foreign ex- 
change in 1935 when the shoes were 
purchased; the transaction in- 
volved only an extension of credit 
throughout . [Taxpayer] did not 
actually ‘invest’ in any foreign exchange 
‘n 1935, which ‘investment’ might pro- 
vide the basis for the capital gain in 
1947, for which [taxpayer] contends. 
When [taxpayer] purchased pounds 
sterling in 1947, in order to pay at that 
time its accounts payable, the purchase 
of foreign money was no more than a 
usual and recurring transaction in the 
ordinary course of its business.” 


Confusion in reasoning 


A comment of Research Institute of 
America aptly points up the confusion 
of the reasoning. RIA thought the 
court’s argument was that, to qualify 
for capital gain, the property must be 
held for investment and not for specu- 
lation. It observed: 

“Under this theory, a person who 
speculates in stocks and bonds could 
have ordinary income. It’s questionable 
whether the theory will be stretched 
this far. But the tendency of the court 
to talk about a class of non-capital as- 
sets which are not investment assets 
(although there is nothing to this effect 
in the law) raises a new uncertainty in 
deciding what is a capital asset.” 

While the Research Institute’s com- 
ment is not unjustified upon the basis of 
a reading of the opinion, the briefs in- 
dicate that the court was not drawing 
the suggested distinction between 
“speculation” and “investment.” The 
Government's brief summarizes the tax- 
payer’s argument: 

“The petitioner urges . . . that the 
gain realized by the repayment of the 


obligation is an investment or specula- 
tion in foreign currency . py 

To which the Government replied: 

“There is no evidence that the peti- 
tioner intended the exchange of cur- 
rency to be an investment or specula- 
tion. The debt which gave rise to the 
gain in question was merely an incident 
of the petitioner’s business of selling 
shoes at retail and its contention that 
the credit transaction was a speculation 
or investment in foreign currency to be 
considered under the capital gains fea- 
tures of the Revenue Act is untenable.” 

It should be noted that the rationale 
of the quotation from «ie Government's 
brief is picked up in the court’s opinion: 
“the purchase of foreign money was no 
more than a usual and recurring trans- 
action in ordinary course of its business.” 


Statutory concept violated 


Here, then, is the nub of the opinion: 
A gain on a usual and recurring trans- 
action in the ordinary course of business 
is not capital gain. This conclusion is a 
far cry from the statutory definition 
which requires that the property be 
held for sale to customers in the or- 
dinary course of its business. More 
shocking, the court reaches the result 
without citation of a single authority, 
except the Code. And to demonstrate 
its deviation from the statute, it pre- 
faces the citation of the statutory de- 
finition of capital assets by the warning 
symbol “Cf.” It is not surprising that 
the Government's brief also cites no 
authority for this rationale of the deci- 
sion. 


Why didn’t court explain? 


While there is no plethora of author- 
ity, the failure to cite any precedent or 
to enlarge upon the rationale is hardly 
justified. For example, the subject of 
whether foreign currency is a capital 
asset was discussed in the February, 
1948 issue of the New York Certified 
Public Accountant (Roberts, The Taxa- 
tion of Transactions in Foreign Cur- 
rencies, XVIIZ NYCPA 101, 107-8): 

“The classification of transactions in 
foreign currency as between capital and 
ordinary income or loss presents serious 
difficulty which arises because the Code 
fails to give adequate consideration to 
the peculiar character of transactions in 
foreign currency. 

“Not until 1946 did any case or rul- 
ing consider this problem. In LT. 
3810,*5 the taxpayer, while travelling 
in Mexico, purchased pesos which he 
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later converted into dollars. The ruling 
held that the gain or loss was a capital 
gain or loss. It does not appear that the 
taxpayer involved acquired the pesos in 
connection with any business transac- 
tion. However, the ruling indicates no 
limitation except in the case of a dealer 
in foreign exchange, stating: 

““Transactions in foreign exchange 
are generally considered as involving 
the purchase and sale of foreign cur- 
rency, either in the conduct of a trade 
or business or as a speculation or invest- 
ment.’ 

‘No quarrel can be had with the rul- 
ing insofar as it pertains to foreign cur- 
rency acquired as a speculation or as 
an investment. The treatment of foreign 
currency as a capital asset in such case 
seems proper, analogous to the treat- 
ment of speculation or investment in 
any other commodity. But suppose that 
the foreign currency is acquired for the 
purchase of inventory in the ordinary 
course of business and is expended for 
that purpose. Is the sale or other dis- 
position of the foreign currency in such 
case to be treated as a capital gain or 
loss? It is submitted that a good case 
may be made out for treating it as an 
ordinary income or deduction. The cases 
cited by the ruling do not sustain the 
position that gain or loss on sale of 
foreign currency must always be treated 
as capital gain or loss. 

“The difficulty stems from the fact 
that, in order to avoid the treatment as 
capital gain or loss, the foreign cur- 
rency must come within one of the ex- 
ceptions to the definitions of capital 
assets. Foreign currency acquired as a 
result of sales abroad in the regular 
course of business may be found to be 
non-capital assets on the theory that 
such foreign currency comes within the 
following exceptions to the statutory 
definition of capital assets:?¢ 
held by the taxpayer 
primarily for sale to customers in the 
ordinary course of his trade or busi- 


> 


~ property 


ness. . 

“There is strong analogous authority 
for the proposition that foreign currency 
received in the ordinary course of busi- 
ness for services or in payment of the 
sales price is not a capital asset. In one 
case?? the taxpayer, engaged in the 
construction and repair of levels, showed 
that it was the custom of the levee 
25 1946-2 Cum. Bull. 55. 

26 1.R.C. Sec. 117(a). 
‘Joe B. Forston, 47 B.T.A. 158 (1922); com- 
pare Hercules Motor Corp., 40 B.T.A. 999 (1939). 


28 Gilbert v. Commissioner, 56 F. 2d 361 (CCA 
Ist, 1982). 


districts to make payments for services 
in bonds, which it sold as soon as 
possible. Although the depression pre- 
vented the sale of certain bonds for 
several years, the Board considered that 
the intent to sell remained and that the 
bonds were not capital assets. In the 
Gilbert case,?8 preferred stock received 
in payment of construction work was 
held a noncapital asset. The court felt 
that the statutory exception from classi- 
fication as a capital asset included ‘all 
property which was owned by the tax- 
payer in connection with his business 
and held primarily for sale, but which 
was not stock in trade or part of his 
inventory.’ 

“If foreign currency acquired as in- 
come is a noncapital asset, the same 
should be true of foreign currency ac- 
quired for the purchase of property. In 
the Gilbert case, in addition to 500 
shares of stock acquired in payment of 
services, the taxpayer purchased 79 
shares of the same stock in order to 
protect the 500 shares. All 579 shares 
were held non-capital assets. 

“Of course, the treatment as capital 
gain of the sale of foreign currency may 
be an advantage to the taxpayer. Sup- 
pose, for example, that income is re- 
ceived when blocked but that there 
market for the blocked cur- 
rency. Hence, the income is reported at 
the low rate applicable to blocked cur- 
rency. If the currency should later be- 
come unblocked, the sale or other dis- 
position at a higher value may result in 
a gain. It may be advantageous to treat 
such gain as capital gain.” 


exists a 


Facts vary, and are important 

As the discussion indicates, the au- 
thority is far from conclusive, and must 
depend upon the facts of each case. 
While we have not exhaustively re- 
searched authority subsequent to publi- 
cation of that article, our notes indicate 
a few further precedents. On the sub- 
ject of receivables as capital assets, we 
recall Rev. Rul. 54-43, 1954-1 Cum. 
Bull. 119, which ruled that accounts 
receivable regularly sold by a merchant 
are non-capital assets. The 1954 Code 
is also relevant. Section 1221(4) ex- 
pressly excludes from the definition of 
capital assets receivables acquired in 
the ordinary course of trade or business 
for services rendered or from the sale of 
“dealer” property and the Committee 
Reports state that this is a change from 
the 1939 Code, under which ordinary 
gain or loss is limited to situations in 
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which the taxpayer was a dealer in the 
receivables. On the other hand, Colum- 
bia Sand & Gravel Co., Inc., 1952 P-H 
T.C. Memo. Serv. 952,232, held that the 
foreign currency under the facts in that 
case were capital assets, apparently in- 
fluenced to some extent by the capital 
nature of the transaction in which the 
currency was acquired. 

In the interests of clarifying the Tax 
Court opinion, we are hopeful that the 
taxpayer will appeal. 


Foreign aspects of taxation * 


Comments from other practitioners 

We asked Myron Semmel of J. K. 
Lasser & Co. what he thought of this 
decision. In addition to the comment 
quoted at the beginning of this article, 
he had this to say: 

“When the Church case appeared, I 
was a little confused by the court’s 
opinion. It seems to me, without reread- 
ing the facts, that there are really two 
aspects to the case—(1) whether there 
was a sale or exchange, and (2) if there 
was a sale or exchange, was the prop- 
erty which was sold a capital asset. 

“As it relates to the sale or exchange 
issue, I strongly feel that in 1947 there 
was certainly a sale or exchange of 
foreign currency. Suppose, for instance, 
I bought 100 oranges for a promise to 
pay with 100 grapefruits at a time 
when each was worth $1,000. I sell the 
oranges for $1,000, realizing no gain or 
loss. At a subsequent date, say four 
years later, I buy the 100 grapefruits 
for $800, and pay my original debt. It 
seems to me that at the time of covering 
my purchase, I have sold 100 grape- 
fruits costing me $800 at a sales price 
of $1,000. Further, I should think that 
my holding period for the assets sold 
would run from the date I purchased 
the 100 grapefruits to the date of 
coverage. 

“In Church’s English Shoes, Ltd., it 
appears to me that the holding period 
commenced and ended in 1947 so that 
it was quite improbable that any gain 
would be long term. Perhaps the effort 
on the taxpayer’s part to make it long- 
term capital gain confused the court. 
I would guess that the posture of the 
issue is what made the whole case so 
confounding. 

“Assuming, as I believe, that there 
was a sale and exchange, the second 
issue as to whether the sale was of a 
capital asset must be resolved. I think 
that the Bagley, Sewall case, recently 
decided by the Second Circuit, would 
be pertinent here. It seems that the 
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courts are getting to the point where 
they feel that what ordinarily would 
appear to be a capital transaction, but 
which of business 
exigencies rather than out of invest- 
ment desires, bears ordinary deduction 


arises solely out 


consequences. I can go along with the 
court’s conclusion only on the reasoning 
in the Bagley, Sewall case.” 

We discussed the case also with 
other tax men, one of whom, J. O. 
Kramer, made this interesting observa- 
tion: 

“In Corn Products Refining Co. v. 
Commissioner, 16 TC 395, affirmed 
215 F. 2d 513 (2nd Cir. 1954), cer- 
tiorari granted, the Tax Court had held 
that even though the taxpayer was not 
technically hedging, its extensive trans- 
actions in (ad- 
mittedly capital assets) were not capi- 


commodity futures 
tal transactions but gave rise to ordi- 
nary income as part of its manufactur- 
ing business. 

“It seems to me that the Tax Court 
has been legislating a new provision 
(Section 1221 of 


the 1954 Code) whereby the frequency 


into Section 117(a) 


of transactions, rather than the nature 
of the assets involved, governs, first in 
the field of commodity transactions now 
in foreign exchange.” 

[As we go to press we learn that this 
decision is being appealed. Ed.] 


New source of facts for 


taxation of currency deals 


A DIFFICULT PROBLEM in considering 
the tax consequences of transactions in 
foreign currency is the factual one, 
determining the precise nature of the 
restriction imposed by the foreign ex- 
change regulation. A source we were 
not previously aware of to help in this 
situation is indicated in an essay by 
Roger Auboin, “The Bank for Inter- 
national Settlements, 1930-1955” (Es- 
says in International Finance, No. 22, 
May, 1955, International Finance Sec- 
tion, Department of Economics & Soci- 
ology, Princeton University) : 

“{The Bank for International Settle- 
ments] has made a collection of docu- 
ments relating to exchange 
regulations in force in the principal 
countries. Certain of these compilations 
may be purchased by the public, while 
others are reserved for internal use in 
the BIS itself and the various central 
banks which are specially interested in 
them.” w 


foreign 
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Caution urged on special tax concessions 


for foreign business; long-term only favored 


NOTHER “study group” has come 

forward in favor of tax concessions 
for foreign investments. The report! of 
a study group sponsored by the Wood- 
row Wilson Foundation and the Na- 
tional Planning Association, under the 
William Y. Elliott, 
arrives at about the same conclusion as 
the Randall with one 
reservation: 

“A number of tax suggestions have 
made in recent years, such as 
abatement of all United States taxes on 
business income derived from foreign 
sources; an extension to all business in- 
come earned abroad of tax rates that 
are now applicable to so-called “West- 
ern Hemisphere trading corporations’; 
the granting of deductions from United 
States taxable income of a certain per- 
centage of the amount invested abroad 
in any year; deferring the tax levy until 
such amount is returned to this country; 


chairmanship of 


Commission 


been 


a more generous credit for taxes paid 
abroad; and the application of the same 
United States tax to foreign branches 
as is now applicable to foreign subsidi- 
aries. Other suggested devices would 
attempt to encourage portfolio invest- 
ment more directly; for example, the 
granting of partial or total tax exemp- 
tion to income received from bonds and 
stocks of foreign countries and com- 
panies. Finally, accelerated amortiza- 
tion of foreign investments has been 
proposed along the lines of the amor- 
tization inventives provided for domes- 
tic investments necessary to the na- 
tional defense. 

Tax concessions of these kinds would 
undoubtedly be at least partially effec- 
tive, but there are, nonetheless, some 
perplexing issues of policy involved. 
On the one hand, the loss of govern- 
ment revenue would probably be more 
than outweighed by the benefits of in- 
creased private foreign investment. But, 
on the other hand, it is by no means 
1 The Political Economy of American Foreign 
Policy, Henry Holt & Co., N.Y., 1955. 

2 The Randall Commission recommended: (a) the 
so-called ‘Western Hemisphere Trade Corporation’ 
tax reduction privilege to be applied to all private 
American investments abroad and the reduction 
somewhat increased; (b) several discriminatory re- 
strictions on types of investors and forms of invest- 
ment eligible for tax concessions to be abolished; 
and (c) larger and more liberal deductions from 
United States tax liabilities to be granted for taxes 
paid to foreign governments by private American 


investors abroad. See Commission on Foreign 
Economic Policy, Report, January, 1954, pp. 18-22. 


equally clear that these advantages 
would counterbalance the possible 
long-term consequences of so serious an 
impairment of the principle of equal 
tax treatment of all types of business, 
domestic and foreign, old and new. 
Tax concessions which discriminate in 
favor of foreign investment as compared 
with domestic investment might set a 
precedent for the preferential treatment 
of other—perhaps much less desirable 
—special purposes. 

In consequence, the Study Group 
would not favor going beyond the tax 
concessions recommended by the Com- 
mission on Foreign Economic Policy 
(Randall Commission),? with the 
reservation that these privileges should 
be available only to long-term invest- 
ments—i.e., of at least five years’ dura- 
tion—and should not be granted to 
short-term speculative ventures. In ad- 
dition, tax concessions should only be 
allowed by the United States Govern- 
ment on investments in countries which 
do not increase their own taxation of 
American investors in anticipation, or 
as a consequence, of a reduction in the 
United States tax. Perhaps the best way 
to guard against this contingency would 
be to permit tax concessions only on 
investments in countries which have 
signed investment treaties with the 
United States.” 





Non-resident alien taxable on salary 
though he rendered no services. Tax- 
payer was a Belgian diplomat in N.Y. 
from 1940 to 1944 and in San Francisco 


until he returned to Belgium on June 
30, 1946. In 1943 he was employed by 
a N.Y. corporation which he and his 
wife owned. He retained the office and 
was paid a salary until his departure 
in 1946. It had been planned that he 
would help with advertising and pub- 
licity. However, he rendered no serv- 
ices to the company in 1946. He argued 
that the payments were nontaxable, 
because he was a nonresident and not 
engaged in business here. This court 
affirms the Tax Court, holding that he 
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was engaged in trade or business with- 
U.S. despite the fact that he 
rendered no services. The employer had 
the right to call on him at any time. 
The court also affirms the Tax Court 
in its holding that capital gains realized 
by the taxpayer after his departure are 
taxable. The Code provides that a non- 
resident alien not engaged in business 
is not taxable on capital gains. However, 
the departure did not end the taxpayer's 
year. Von der Elst, CA-2, 6/21/55. 


in the 


UNRRA employee bona fide foreign 
resident. Taxpayer, appointed for an 
indefinite period as an UNRRA em- 
ployee in Germany, was held to be a 
bona fide resident abroad. 
pensation for services rendered abroad 
was therefore exempt from tax. The 
court finds that she planned an indefi- 
nite stay abroad, married a European, 
established a home there; these estab- 
lished her intention of becoming a resi- 
dent of the foreign country. Stierhout, 
24 TC No. 54. 


Her com- 


India satisfies “similar credit” require- 
ment for foreign tax credit. A citizen 
or subject of India who is an alien 
resident of the U. S. will be allowed a 
credit for any Indian income taxes paid 
or accrued. The Indian Tax Law allows 
a similar credit to citizens of the U. S. 
residing in such country. Rev. Rul. 
55-383. 


Venezuela no longer satisfies equivalent 
exemption requirements. Nonresident 
aliens and foreign corporations earning 
income from operation of Venezuelian 
ships or aircraft cannot exclude such 
income from U. S. tax under reciprocal 
exemption requirements, since Vene- 
zuela does not grant a similar exemp- 
tion to U.S. citizens nonresident in that 
Mim. 4148 modified. Rev. Rul 


country. 
59-407. 


Compensation from nursery schools on 
U.S. installations abroad is exempt. 
U.S. citizens who are abroad may ex- 
clude income earned outside the U.S. 
if they meet requirements. 
However, amounts paid by the U.S. or 
its agencies do not come within the ex- 
clusion. The service rules that nursery 
schools on U.S. bases abroad, financed 
solely by the parents, are not U.S. 
agencies although government permis- 
sion is required for operation. Com- 
pensation they pay may therefore be 
exempt from U.S. tax. Rev. Ryl. 55-384. 


certain 
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Net worth method acceptable; records 
inadequate. Taxpayers conducted an 
auto part business, owned real estate, 
and operated an airport. Reconstruc- 
tion of taxable income by the net worth 
method was approved in the absence of 
adequate records. However, cash on 
hand at the beginning and end of the 
period, as well as the amount of the ex- 
penditures and liabilities as found by 
the Commissioner were redetermined 
by the court. On the facts, fraud penal- 
ties were upheld for 3 of the 5 years 
involved in which income in excess of 
$140,000 was omitted. Martinez, TCM 
1955-162. 


Circuit court finds net worth conviction, 
remanded by Supreme Court, sustained 
by other evidence. The judgment in this 
case was vacated by the Supreme Court 
and remanded for re-examination in 
the light of the Holland case. The court 
finds the conviction of tax evasion amply 
supported by evidence other than the 
net worth computations. Strauch, CA-6, 
6/13/55. 


Evidence insufficient to establish error 
in government's net worth determina- 
tion. The net worth method was con- 
ceded by taxpayer, a trucker, as accept- 
able, but an opening cash balance of 
either $94,000 or $52,000 which he 
claimed, was denied for failure of proof. 
Alleged payments of traffic fines were 
held not deductible as business ex- 
penses. The fraud penalty was sustained 
by a showing of repeated and continu- 
ous understatements of income in sub- 
stantial amounts. States, TCM 1955- 


164. 


Government wins case on taxpayer's 
failure to appear. Deficiency determina- 
tions based on reconstructed income, 
with penalties were sustained; taxpayer 
failed to appear at his trial. Bedgood, 


TCM 1955-166. 


Can't assume stockholders increase in 
net worth came from diverted corporate 





income. Dawkins, who was in complete 
control of the taxpayer, a family cor- 
poration, admitted he had diverted to 
his own use proceeds of sales made by 
the corporation and caused amended 
corporate returns to be filed. The Com- 
missioner increased corporate income by 
assuming that an unexplained increase 
in Dawkins’ personal net worth must 
have been derived from additional un- 
reported corporate sales even though an 
examination of the books by revenue 
agents failed to uncover any. The Court 
held the net worth statement of Dawkins 
was not sufficiently reliable to accept as 
a basis for a corporate 
Dawkins, TCM 1955-178. 


assessment. 


Net worth conviction reaffirmed on 
Supreme Court remand. Taxpayer was 
convicted of tax evasion; proof of his 
income was made under the net-worth- 
increase method. The conviction was 
affirmed on appeal and on petition for 
certiorari remanded by the Supreme 
Court to the Circuit Court for recon- 
sideration in the light of the four recent 
Supreme Court net worth cases. Tax- 
payer, who did not take the stand at the 
trial, contended that the government's 
case rested on his own uncorroborated 
admissions and also that the govern- 
ment failed to investigate leads. The 
court held, however, that the admis- 
sions as contained in net worth state- 
ments and answers to questions filed by 
the taxpayer were corroborated by in- 
dependent evidence obtained in in- 
vestigations based on the statements, 
his tax returns, bank accounts and sales 
of property. Banks, CA-8, 6/28/55. 


Net worth statement voluntarily made 
to agent admissible though agent did 
not warn of possible use. Taxpayer ap- 
pealed from conviction of tax evasion, 
citing numerous alleged errors in the 
trial. He argued that it was error to ad- 
mit as evidence a net worth statement 
he had given to a revenue agent on the 
ground that he was not warned at the 
time that any statements made might 
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be used against him. The Court holds 
the trial judge, properly admitted the 
statement as evidence; failure to warn 
may affect the credibility of this evi- 
dence but does not make it inadmissible. 
Summaries of records of taxpayer's cor- 
porate successor were admissible as 
evidence, since taxpayer’s original rec- 
ords were unavailable. The Govern- 
ment should have checked the taxpay- 
er’s explanation of a depesit in his wife’s 
bank account with which he was 
charged, but its failure to do so is harm- 
less error; this deposit accounted for 
only a small fraction of taxpayer's in- 
crease in net worth. Exclusion of ac- 
counts receivable and payable from tax- 
payers net worth computation was 
proper, because he was on the cash 
basis. The government need not have 
proved the extent of taxpayer’s book- 
making activities by direct evidence; 
jury could infer was a likely source of 
his income. Scanlon, CA-1, 6/13/55. 


Can't base net worth on settlement with 
personal property tax assessor. The dis- 
covery of $180,000 in cash in one of 
the partner’s safe deposit boxes on his 
death started the investigation of the 
returns of the partners, the taxpayers 
here. Their attack on the Commissioner's 
case was centered on his determination 
of their cash on hand at the beginning 
of each taxable year. The Commis- 
sioner’s figures were based on a settle- 
ment between the deceased partner’s 
estate and a state tax official for local 
personal property tax. In his testimony, 
however, the state tax official stated his 
figures were estimated because accurate 
computations would have taken too long 
and the executor simply agreed to the 
estimate without further analysis. The 
Court held this an insufficient basis for 
Court’s determination of cash on hand 
and remanded the case to the Tax Court 
to find the cash on hand each year. 
Thomas, CA-6, 6/14/55. 


Conviction of wilful tax evasion 
affirmed. Taxpayer reported income for 
taxable years only from his job as 
Plumbing and Building Inspector of his 
town. He reported no income from his 
private plumbing business. The court 
held that the jury correctly found wil- 
ful evasion. He had argued that he had 
the right to use the completed contract 
method of reporting income from a 
long-term plumbing contract which was 
not completed until after the taxable 
years. Fadio, CA-2, 6/17/55. 
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Farmer's conviction of tax evasion sus- 
tained. Taxpayer was engaged in farm- 
ing on a large scale during the taxable 
years 1946, 1947 & 1948. He kept no 
regular books of account and the Gov- 
ernment based its case on an analysis 
of his cash receipts and disbursements. 
Taxpayer's tax return for 1945, the year 
previous to the prosecution years, was 
admitted in evidence to show fraudulent 
intent. The Court held this properly ad- 
mitted for this purpose, as well as to 
prove that a claimed carry-forward loss 
was false. Introduction of summaries of 
taxpayer's receipts and disbursements 
was proper; they were prepared by 
Government experts from documentary 
and oral evidence. Evidence of taxpay- 
er’s failure to file returns and filing 
non-taxable returns for previous non- 
prosecution years was relevant to the 
question of intent; he had testified that 
he had made enough money to consider 
retiring. Evidence also was introduced 
of specific omissions of income by the 
taxpayer. Court held that the jury might 
well have concluded that these omis- 
sions were not inadvertent. Verdict af- 
firmed. Hoyer, CA-8, 6/2/55. 


Destruction of detailed daily loss sheets 
by bookie prevents full loss deduction. 
A bookmaker kept daily sheets detail- 
ing each bet accepted. A single “net 
win” or “net loss” figure computed for 
each sheet was entered into his perma- 
nent record which was used as a basis 
for preparation of the tax returns. The 
detailed daily sheets were destroyed. Al- 
though the “net win” figures were ac- 
cepted, the “net loss” figures were dis- 
allowed as unsubstantiated. An allow- 
able loss much smaller than that claimed 
was determined under the Cohan rule. 
In spite of the destruction of the daily 
sheets, no intent to evade tax was found 
and the fraud penalties were not sus- 
tained. Federika, TCM 1955-172. 


Voluntary disclosure no bar to indict- 
ment, but evidence so obtained can’t be 
used. Taxpayer corporation and its offi- 
cers were found guilty of tax evasion. 
They appealed on the ground that they 
had made a voluntary disclosure. This 
court holds that voluntary disclosure is 
not a bar to prosecution. The Treasury’s 
policy of not recommending prosecution 
in voluntary disclosure cases had no 
basis in statute. However, this court 
finds that the district court erred in per- 
mitting the Government to introduce 
evidence supplied by the taxpayers in 


reliance on the publicly announced 
policy of granting immunity. One judge 
dissents. He would not treat the disclos- 
ure made here as complete because it 
did not include all the data necessary to 
the computation of the correct tax. 
Moreover, the extent of the disclosure 
and the good faith exhibited being fac- 
tual questions, the district court should 
not be overruled if adequately sup- 
ported by the evidence. [The Treasury 
has announced that it is no longer fol- 
lowing the policy of not recommending 
criminal prosecution if voluntary dis- 
closure is made.—Ed.] Shotwell Mfg. 
Co., CA-7, 6/15/55. 


Taxpayer cannot withdraw guilty plea 
after sentence and running of statute. 
After sentence to a fine for income tax 
evasion taxpayer moved to withdraw his 
guilty plea on the ground that he was 
improperly advised. The motion was 
made after the statute of limitations 
would bar further prosecution. It de- 


veloped that the real purpose of the- 


motion was to improve taxpayer's 
chance of obtaining a tax refund for 
the years in question. The court found 
no abuse of discretion by the lower 
court in denying his motion. He was 
ably advised and knew at the time of 
his plea the Government’s case against 
him. He had “fortuitiously but suspici- 
ously” received in the mail prior to the 
plea the Bureau’s Confidential Report 
upon which his prosecution was based. 
Carter, CA-5, 6/30/55. 


Evidence suppressed; agent didn’t warn 
taxpayer. Routine investigation of tax- 
payer’s books was begun by a revenue 
agent. Later, and.without the knowl- 
edge of the taxpayer, a special agent 
was then assigned to ascertain whether 
action should be taken. Taxpayer was 
indicted for tax evasion. The govern- 
ment indicated that its case would be 
based on unreported sales. Taxpayer 
moved to supress evidence obtained by 
the regular agent at the direction of the 
special agent. The court grants the mo- 
tion and suppresses evidence in relation 
to three special accounts. The action of 
the special agent in directing the ordi- 
nary agent to make extensive copies of 
records far in excess of those made in 
ordinary audits “cannot be appreciably 
distinguished from the obtainment 


thereof by stealth or subterfuge.” Lip- 
shitz, DC N.Y., 6/24/55. 

[Further analysis will appear next 
month. Ed.] 
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Timing of a corporate liquidation 


to assure maximum tax benefits 


—— WAS A TIME when the only 
reason a corporation would be dis- 
solved was because it was losing money 
and the stockholders wanted to rescue 
what they could before going into 
bankruptcy. Our high income tax laws 
have changed that. Most corporate 
liquidations, probably, are now caused 
by a desire to save income taxes. In 
fact, a losing corporation is now a 
valuable asset. Such a corporation is 
not dissolved, if possible, lest its net 
operating losses be lost. 

Successful corporations are often 
liquidated after a sale of the business 
effected to produce capital gains income 
for the stockholders. Sometimes such a 
corporation is dissolved so that its in- 
come will be taxed at a lower rate in 
the hands of its stockholders. Whatever 
the reason for liquidations, and regard- 
less of whether the corporation has been 
making or losing money, it is important 
that the liquidation be properly timed 
to take full advantage of any possible 
income tax savings. 


Liquidation of a Losing Corporation 


A corporation which has been suc- 
cessful suddenly starts losing money. 
It may be because of a protracted 
strike. New methods of manufacturing, 
a new and cheaper competitive prod- 
uct, loss of key personnel—any or all of 
these may be the cause. Management 
decides to cease operations before 
everything is gone. 

The corporation has a net operating 
loss. It will probably sell its inventory 
and machinery at a loss. It is probable 
that it will sell its plant at a profit. 
The loss on the sale of the inventory 


will be an ordinary loss which will add 
to the net operating loss carryover or 
carryback. The loss on the sale of the 
machinery will be ordinary, provided 
there are no gains from sale of property, 
in which case it will go to reduce such 
gains. The gain from the sale of the 
plant will be taxed at capital gains 
rates, but the benefit of this will be 
largely lost if it occurs in a year of a 
net operating loss. 


One time to avoid capital gain 


We have a two year carryback of 
net operating losses. If our liquidation 
is to take place in 1955, and we had 
taxable income in 1953 or 1954, we can 
carry the loss back and get a refund. 
Conceivably, some of the 1953 or 1954 
income may have been taxed at the 
52% rate. Accordingly, we must avoid 
reducing our 1955 net operating loss. 
Specifically, we must avoid realizing 
any gains which can be taxed at the 
25% rate. They will then no longer be 
available to produce a refund at the 
30% or 52% rate. 

In 1955, therefore, we will sell no 
property at a gain. All property which 
will produce a loss will be sold. 
Property on which a gain may be real- 
ized will be kept until 1956. The result 
will be the maximum amount of net 
operating loss carryback, which will be 
applied first to 1953 income, and then 
to 1954. In 1956 we will have, if pos- 
sible, no losses and no expenses. We 
have only capital gains, taxable at 25%. 

If the loss we have so created in 1955 
is greater than our 1953 and 1954 
income, we should next consider how 
best to take advantage of it. Applied 


against our 1956 capital gains it pro- 
duces a tax savings of only 25%. If 
we can transfer income producing real 
estate to the corporation, it will result 
in a savings of 52% or 30% and can be 
used for a period of five years. If we 
transfer income producing securities we 
will, presumably, have created a per- 
sonal holding company, which is en- 
titled to only a one year loss carryover. 

It may be that we can dispose of the 
stock to a third party who can put a 
prosperous manufacturing business into 
our plant and take full advantage of the 
net operating loss carryover. He would 
be willing to pay more for the corporate 
stock than the value of the plant alone, 
because the net operating loss would 
go with it. 

Under present law, if he purchases 
the stock, the corporation may lose the 
net operating loss carryover. Section 
382(a) denies the loss to a corporation 
if fifty percentage points of its stock 
changes hands during the year and it 
changes its business. A sale to someone 
who will continue the business would 
be the best. However, if the purchaser 
is willing to accept a merger instead of 
an outright sale, the continuing corpora- 
tion will be entitled to the loss provided 
the stockholders of the loss corporation 
receive at least 20% of the stock of 
the continuing corporation. For every 
percentage point under 20, five percent 
of the loss is eliminated under section 
382(b). The sellers, of course, will have 
to make sure that a twenty percent in- 
terest in the business is equivalent to 
what they are giving up. 

If there is no possibility of taking ad- 
vantage of the net operating loss in the 
manner set forth above, then the cor- 
poration will sell its remaining assets 
at a profit in 1956 and apply the loss 
in reduction of the gain. The corpora- 
tion will now have only cash. Under 
ordinary circumstances, the next step 
would be to distribute the cash and dis- 
solve the corporation. Whether this is 
wise, from a tax standpoint, depends 
upon two factors. The first is whether 
the corporation still has a net operating 
loss carryover. The second is whether 
the stockholders will realize a capital 
gain or loss on the dissolution. 


Investing for duration 


If the corporation has a net operating 
loss, it might be advisable to invest the 
cash in income producing property and 
hold it for as long as the loss can be 
used. If the stockholders will realize 
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a capital loss on final liquidation, the 
accumulated earnings of the income 
producing property, when distributed, 
will serve only to reduce the amount of 
that loss. If they will realize gain, this 
income will not have been taxed in the 
hands of the corporation, and will be 
taxed at the maximum of 25% upon 
receipt. Regardless of the bracket of 
the stockholders, it will be taxed at no 
more than half of his regular rate. 

If the corporation has no net loss 
carryover, and the shareholders will 
realize a loss on complete liquidation, 
then there is no point in continuing the 
corporate existence. Upon dissolution, 
the stockholders will have six years in 
which to take advantage of the loss. 
If the stockholders will have a capital 
gain, however, consideration should be 
given to continuing the corporation as 
a personal holding company. Dividends, 
up to $200,000 will be taxed at only 
4.5%. 
up to 25% of its assets must be paid 
as capital gains tax. By keeping it alive 
as a personal holding company, and in- 
vesting its assets in corporate stocks, 
a much larger income can be realized 
for the stockholders. 

If certain of the stockholders want 
their money immediately, their stock 
can be purchased from them by the 
corporation. The remaining stockholders 


If the corporation is dissolved, 


can retain the stock as an investment 
until they die, and realize more there- 
from than had they dissolved the cor- 
poration, paid their capital gains tax, 
and invested the balance. 

Under Section 337 if a corporation 
adopts a plan of liquidation, and dis- 
tributes all of its assets within twelve 
months thereafter, neither gain nor loss 
will be recognized on sales made by 
the corporation during this twelve 
month period. Obviously, if a gain is 
expected, the stockholders will see to 
it that a proper plan is adopted and the 
provisions of the statute complied with. 
If, however, a loss is anticipated, which 
can be carried back to secure a refund, 
the stockholders will not want this 
section to apply. The suggestion has 
been made that the officers should pro- 
ceed with the liquidation without a 
formal plan, in order to prevent the 
application of this section. Many tax 
men feel that this will provoke litigation 
on the question as to what constitutes 
the adoption of the plan. The Com- 
missioner will seize on any written 
evidence that complete liquidation was 
intended, and claim that a plan was 
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adopted so that the loss can be dis- 
allowed. 

Under the circumstances, and until 
the courts have clarified this question, 
the only safe thing to do is to adopt 
a plan of liquidation as soon as possible, 
and then postpone any distribution until 
after a year has elapsed. This method 
is sure-fire; the other is very risky. 


Liquidation of successful corporations 


If the owners of a successful business 
decide to sell out so as to realize capital 
gains, they will normally do their best 
to comply with Section 337. By so doing 
they eliminate any questions as to 
whether a particular corporate gain is 
capital or ordinary: all gains are non- 
taxable. Of course, the corporation will 
have to be completely liquidated, and 
the stockholders will have to pay their 
capital gains tax. If the corporation has 
a high basis for its assets, and the stock- 
holders a low basis for their stock, it 
might be better to pay the corporate 
tax and not dissolve. This would happen 
in the case of a well established cor- 
poration which had built up its net 
worth through retention of earnings 
through inflation. The corporation 
would continue as a personal holding 
company as above outlined, or could 
invest in real estate and escape personal 
holding company status. 

If it is decided to comply with section 
337, the plan of liquidation should not 
be formally adopted until the terms of 
the sale of the property have been 
agreed upon. The sale and liquidation 


should proceed apace, lest it not be 
completed within the 12 month period. 

If we are liquidating a corporation 
simply because it is paying more taxes 
than the individuals would if they 
operated the business outright, then we 
must select a date for liquidating which 
will result in the maximum amount of 
deductions for the corporation. For 
example, it would be foolish to dissolve 
a corporation shortly before the date 
on which it could accrue a large lia- 
bility, such as for taxes. The deduction 
will be much more useful in the hands 
of the corporation. On the other hand, 
don’t wait until just after a large item 
of income must be accrued in the hands 
of the corporation, such as rents falling 
due on the first of the month. If taxes 
accrue on April first, the last day of 
any month except March would be a 
good date for dissolution of a corpora- 
tion with rental real property. A cor- 
poration engaged in a seasonable busi- 
ness should dissolve at the close of the 
slack season. 


Conclusion 


It should be obvious that we cannot 
plan a corporate liquidation without 
assembling all of the necessary tax 
data: the past income or losses of the 
company, what tax brackets it has been 
in, what property will be sold at a gain 
and what at a loss, the basis of the 
stock to the stockholders, what brackets 
they are in. Once the data is assembled, 
intelligent planning can result in sub- 


A 


stantial tax savings. w 


Sale of tax-loss corporation not 
necessarily killed by 1954 Code 


T® GOVERNMENT has for a long time 

been trying to stop the sale of loss- 
corporation, through which tax benefits 
earned by one corporation were en- 
joyed by another. The new Code tries 
a little bit harder than its predecessors, 
but in the opinion of the best students 
of the subject, the tax-loss-sale is still 
a long way from dead. 

One of the best comments we have 
seen on this subject is that by four of 
our leading tax writers (10 Tax Law 
1 Side heads have been added, certain footnotes 

incorporated in text, and certain footnotes 


omitted, all to make easier the reading of this 
excerpt, Ed. 


Review, at 291): Edwin S. Cohen, Paul 
A. Phillips, Stanley S. Surrey, and 
Thomas N. Tarleau. They say this:1 


How effective was Section 129? 
Considerable doubt exists as to the 


Section 129 of the 


1939 Code, which was designed pri- 


effectiveness of 


marily to stop the traffic in tax loss 
carry-overs that became important early 
in World War II. As yet it has never 


by itself been enforced in the courts 
though the Government brought a series 
of cases to litigation. The best known 
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pronouncement about the scope of the 
law is dictum in a case to which it did 
not apply, Alprosa Watch Corp. (11 
TC 240). In another case, Kimbell- 
Diamond Milling Co. (14 TC 74, aff'd 
187 F. 2d 718), apparently within 
the scope of Section 129, that section 
was completely ignored by the court in 
reaching the result which it would have 
imposed. Before the enactment of the 
new Code, the financial pages often 
carried advertisements concerning “loss 
corporations” wanted or for sale. While 
it is perhaps true that the advertising 
and the consistent failure of the Com- 
missioner in court are no final gauge to 
the effect of Section 129 as an in ter- 
rorem device, it was generally known 
that “loss corporations” were saleable 
and sold. 

Section 129 was imported almost ver- 
batim into the 1954 Code, being sub- 
sections (a) and (b) of Section 269. 
Section 269(a) applies to two forms of 
acquisition. In the first, one or more per- 
sons acquire 50 per cent of the voting 
power of stock, or 50 per cent of the 
value of the stock, of a company. In the 
second, one corporation acquires prop- 
erty from another corporation with a 
substituted basis, if the transferor was 
not controlled before the acquisition by 
the acquiring company or its stock- 
holders. In either case, if the principal 
purpose for which the acquisition was 
made was the evasion or avoidance of 
income tax by securing the benefit of 
a tax advantage which the acquiring 
person would not otherwise enjoy, then 
the advantage is disallowed. When Sec- 
tion 269(a) applies, the Commissioner 
is authorized to allow the transferee to 
enjoy the acquired tax advantage to 
the extent that it would not result in 
tax avoidance and to allocate the 
allowed part of the advantage among 
the interest involved. 

The 1954 Code seeks to correct one 
major weakness of former section 129— 
the ease with which taxpayers demon- 
strated some valid business purposes 
for the acquisition of loss companies— 
by a presumption of the existence of 
a tax-avoidance motive as the principal 
purpose where the price paid in an 
acquisition within the scope of Section 
269(a) is disproportionate to the tax 
benefits acquired. 


Can own tax-loss benefit be lost? 


In addition to the problem of proof 
of tax motivation, a chief cause of the 
ineffectiveness of Section 129 was the 
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dictum in the Alprosa Watch case which 
made it doubtful whether the scope of 
the section was wide enough to de- 
prive a corporation of its own tax 
attributes. In Alprosa, the Tax Court 
said with respect to what is now Section 
269(a): 

“. . . That section would seem to pro- 
hibit the use of a deduction, credit, or 
allowance only by the acquiring per- 
son or corporation and not their use by 
the corporation whose control was ac- 
quired.” 

The validity of that interpretation 
was never tested because all the later 
cases were decided on the basis of 
business purpose. However inconclusive 
the dictum, it was probably responsible 
for much of the optimism which ap- 
pears to have animated the trade in tax 
losses. If the narrow construction of 
Section 269(a) suggested by the Tax 
Court in Alprosa is correct, then the 
statute is practically meaningless. The 
use of tax benefits in tax-motivated 
acquisitions would then depend, con- 
trary to the plain intention of the legis- 
lation, upon such formal matters as 
the use of the loss corporation as the 
survivor in a merger. The acquisition of 
a corporate shell, the only advantage of 
which was a loss carry-over or other 
beneficial tax attribute, would be ex- 
empt from consideration under Section 
269. The narrow construction is not 
supported by the language of Section 
269(a), since it would scarcely seem in 
this context that a person who acquires 
control of a corporation does not “secure 
the benefit of’ or “enjoy” it advan- 
tageous tax attributes. It is also incon- 
sistent with the Senate Committee Re- 
port concerning former Section 129. 
But the Alprosa Watch dictum has been 
considered by many to be the authori- 
tative interpretation. 

The idea that a corporation cannot 
be deprived of its “own” tax benefits 
by Section 269(a) is perhaps attribut- 
able to confusion between two familiar 
situations. The first is that of a corpora- 
tion with a loss carry-over the stock- 
holders of which change its assets, loca- 
tion, and type of business and seek new 
fields for the recovery of past failures. 
If the loss corporation acquires assets of 
another corporation in order to earn 
profits to set off against its losses, it has 
not been seriously suggested that Sec- 
tion 269(a) would deprive the loss cor- 
poration of the carry-over. On the other 
hand, if an additional element is added 
to the case, i.e., that the stock of the 


loss corporation changes hands so that 
the corporation is dealt with as a shell, 
it would seem, but for the Alprosa 
Watch dictum, that Section 269(a) ap- 
plies. The reason for the inapplicability 
of Section 269(a) to the former in- 
stance is not that a corporation cannot 
be deprived of its “own” tax attributes; 
it is the fact that the primary purpose 
in such a case is a normal business pur- 
pose, the acquisition of gross income 
rather than the acquisition of a tax 
attribute. Moreover, the continuity of 
interest of the shareholders prior to the 
acquisition makes this method of secur- 
ing the benefit of the loss consistent 
with the purpose of the provision es- 
tablishing the carry-over, a considera- 
tion to which the original Committee 
Reports on former Section 129 referred. 
The questions raised by the Alprosa 
Watch dictum are so fundamental to 
the interpretation of Section 269 that 
one might have expected some clarifi- 
cation from the draftsmen of the 1954 
Code. However, the issue was ignored 
and because of the word-for-word re- 
enactment of the former Section 129 
remains as troublesome as ever. 


Business purpose in Alprosa 


The other major problem connected 
with the enforcement of Section 129 
was the liberal view taken by the courts 
of what constitutes business purpose. 
The Alprosa Watch case set a prece- 
dent. The facts are as follows: Esspi 
Corporation was in the glove business. 
It had a substantial net operating loss 
carry-over. A group unconnected with 
Esspi was in the watch business. There 
was available to them for sale in the 
United States a consignment of watches 
which, for trade reasons, they had to 
import and market through an existing 
organization unconnected 
with the watch business. They pur- 
chased the stock of Esspi and then sold 
the glove business assets of Esspi back 
to its former owners. They changed 
Esspi’s name to Alprosa Watch and 
place of business and dealt in the 
watches at a profit, the tax on which 
was reduced by the use of the carry- 
overs. The period before the Tax Court 
was the fiscal year ending June 30, 
1943, and Section 129 by its terms did 
not apply to that year. However, the 
Commissioner, on the strength of the 
case law as it existed before the pas- 
sage of Section 129, argued that the 
carry-over was not available to Alprosa. 
Presumably, he suggested that since 


previously 
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Section 129 was intended to be declara- 
tory of that prior law, the fact that the 
Alprosa Watch situation was apparently 
within its scope should be considered. 
The Court held for the taxpayer. It 
found that Alprosa and Esspi were the 
same corporation, the same “taxpayer” 
for the purpose of the loss carry-over 
provisions. It found, further more, that 
since the new owners of Alprosa did in 
fact require the corporation to market 
their watches, the acquisition had a 
business purpose, and they should not 
be penalized for having chosen one with 
a beneficial loss carry-over. 

In subsequent cases the court in each 
instance decided for the taxpayer on the 
ground of adequate business purpose.? 
It is true that in none of the cases 
in which the Government relied on Sec- 
tion 129 were the facts so favorable to 
its position as in Alprosa Watch, but 
the Government did not prevail. 


Contradictory meaning of Sec. 269 


An attempt has been made in the 
1954 Code to strengthen the operation 
of Section 129. Section 269(c) provides 
that the “fact that the consideration 
paid upon an acquisition is sub- 
stantially disproportionate to the aggre- 
gate” of (a) the basis of the property 
acquired or, in a_ stock acquisition, 
allocable to the stock acquired, and (b) 
the “tax benefits (to the extent not re- 
flected in the adjusted basis of the 
property) not available to the 
[acquirer] otherwise than as a result 
of such acquisition shall be prima facie 
evidence of the principal purpose” of 
tax avoidance. The Committee Report 
indicates that “substantially dispropor- 
tionate” is intended to mean “substan- 
tially less than.” Thus a purchase of 
50 per cent control of a corporation 
with low value high-basis assets for a 
price substantially lower than the basis 
of those assets allocable to the stock 
purchased is prima facie evidence of 
a principal purpose to avoid tax, and 
the Commissioner may disallow part 
of the deduction for depreciation based 
on that high-asset basis. 

The second part of this subsection 
as drafted seems contradictory. If the 
beneficial item is disallowed under 
Section 269, no tax benefits are avail- 
2A. B. & Container Corporation, 14 T.C. 842 

(1950); Commodore’s Point Terminal Corpora- 

tion, 11 T.C. 411 (1948); Alcorn Wholesale 

Company, 16 T.C. 75 (1951); Berland’s, Inc. 

of South Bend, 16 T.C. 182 (1951); Chelsea 

Products, Inc., 16 T.C. 840 (1951), aff'd, 197 

F. 2d 620 (3d Cir. 1952); Wage, Inc., 19 T.C. 

249 (1952); J. E. Dilworth Company Company 


v. Henslee, Supp. 957 (M.D. Tenn. 
1951). 
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able as a result of the acquisition. If, 
therefore, there are not tax benefits 
available as a result of the acquisition, 
the principal purpose of the acquisition 
is not tax avoidance and the disallowed 
item should be allowed. What is meant, 
presumably, is “the tax benefit which, 
but for the provisions of the section 
[269], would be available provided the 
same would not have been available 

. otherwise than as a result of the 
If this is what Section 
269(c)(2) means, it is a novel ap- 
proach. It treats the beneficial tax attri- 
butes of a corporation as an asset, the 
value of which can be measured in 
dollars and cents and compared to the 
consideration paid by the purchaser. 
The prospective seller is told he may 
sell the attributes but the purchaser is 
cautioned not to make too good a pur- 
chase. 

Two problems result from the pre- 
sumption created by Section 269. First, 
there is ordinarily no real relation be- 
tween the basis of the corporate assets 
and the purchase price paid for the 
stock. The price is much more likely 
to be related to net asset value. If we 
assume a corporation with an asset 
basis of $100 but a value of $50, a 
purchase for $50 is less likely to be 
purchase in excess of value which might 
be motivated by the high depreciation 
allowance. Thus, if the purchaser has 
no thought of the tax advantages, he 
may run into the Section 269 presump- 
tion simply by having failed to take 
them into account. Ironically enough, 
then, it may be easier to overcome the 
facie evidence of dispropor- 
tionate purchase price the more dis- 
proportionate the price may be. 

Second, aggregating the asset basis 
and the tax benefit and comparing the 
total to the purchase price seems in- 
equitable. Suppose A Corporation ac- 
quires all the assets of B Corporation 
(value $100, basis $50) for 20 per cent 
of its stock worth $100. B Corporation 
had a $200 loss carryover. If A Corpo- 
ration’s taxable income in 1955, ex- 
clusive of the net loss deduction, should 
be $25,200 or more, the $200 carry- 
over results in a tax benefit of $104. 
Basis and benefit total $154 and the 
purchase price is disproportionate. If 
A Corporation’s income is $25,000 or 
less, the $200 carry-over results in a 
benefit of only $60 and the purchase 
price of $100 is not substantially dis- 
proportionate to the aggregate of basis 
and benefit of $110. But if asset basis, 


acquisition.” 


prima 


value, and purchase price are all $100, 
the minimum aggregate of basis and 
benefit (assuming A has $200 or more 
of income) would be $160 and a tax 
avoidance purpose is proved prima 
facie. If $100 worth or 20 per cent of 
the acquiring corporation’s stock is 
issued for the practically worthless and 
fully depreciated assets of a corporat‘ n 
which has carry-overs of $300, will the 
acquiring corporation be permitted a 
net operating loss deduction resulting 
in a tax saving of $100 before the de- 
duction is disallowed? 


Integration with loss carryovers 


The relationship of Section 269 to 
Section 382 is not. defined by the 
statute. Section 382(a) concerns limi- 
tations on the net loss carry-over where 
50 per cent or more in value of a corpo- 
ration’s stock 
certain 


changes ownership in 
taxable transactions and the 
corporation fails to continue the busi- 
ness carried on prior to the change. Sec- 
tion 382(b) applies to reorganizations. 
The Senate Committee Report indicates 
that Section 269 may apply with re- 
spect to the net operating loss carry- 
over if Section 382 does not but states 
that “if a limitation in Section 
[382] applies to a net operating loss 
carryover, Section 269 shall not 
also be applied to such net operating 
If this statement is 
taken literally by the courts, serious tax- 
avoidance possibilities exist. Suppose 
Profitable Corporation acquires all the 
assets of Losing Corporation in ex- 
change for 20 per cent of its stock 
(other than non-voting preferred). No 
limitation in Section 382 applies. Con- 
sequently, Section 269 may be applied 
if the requisite tax-avoidance purpose 
can be proved. Accordingly, where tax 
avoidance is the principal purpose of 
the acquisition, Profitable Corporation 
will issue only 19.9 per cent of its stock 
(other than non-voting preferred) in 
exchange for Losing Corporation’s as- 
sets. Since the net operating loss carry- 
overs are reduced by .5 per cent by 
virtue of the limitations in Section 382, 
the language of the Committee Report 
would preclude the application of Sec- 
tion 269. 

Since Section 382(a) does not apply 
to losses of the taxable year but only to 
loss carry-overs, Section 269 may be 
applied to disallow the deduction for 
losses sustained in the taxable year of 
the purchase. However, Section 382 (b) 
by its terms applies its limitation to 
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losses of the transferor’s taxable year 
ending with the date of the transfer. 
Thus, where the shareholders of the 
transferor corporation emerge with less 
than 20 per cent of the shares of the 
acquiring corporation, the shelter af- 
forded by subjecting the transaction to 
a Section 382(b) limitation would, if 
the Committee Report correctly inter- 
prets the relationship of Sections 269 
and 382, permit acquisition towards the 
end of the taxable year of the assets of 
a corporation with losses in its taxable 
year to offset a proportionate part of 
the acquiring corporation’s income of 
the taxable year. Perhaps, after a rea- 
sonable length of time the stock issued 
for the assets of the loss corporation can 
be redeemed. 

In connection with stock purchases 
combined with changes in business 
covered under Section 382(a), the 
above-quoted statement from the Sen- 
ate Committee Report seems fairly rea- 
sonable. Section 382(a), in the light of 
that statement, would seem to provide 
a minimum objective test for the sur- 
vival of the carry-over based on but one 
of the factors which would be con- 
sidered in a Section 269 situation, to 
wit, maintenance of the business. If the 
acquisition does not meet the test, the 
entire carry-over is automatically lost. 
However, though that test be passed, 
the revenues have the protection of the 
more subtle requirements and elastic 
penalties of the older provision. Per- 
haps the secondary application of Sec- 
tion 269 is intended to be effective in 
situations where the business con- 
ducted before and after a stock pur- 
chase is trivial when compared to the 
size of the carry-over and of a profit- 
able business added to absorb it. 

The illogical disparity of treatment 
of the two methods of acquisition (Sec- 
tion 382(a) and (b)) is pointed up by 
the fact that under Section 382(a) the 
maintenance of as much as a one-half 
interest by the former owners will not 
exclude scrutiny of motive under Sec- 
tion 269, whereas subsection (b), de- 
pending solely on continuity of interest, 
precludes the motive question as long 
as the continuing interest is less than 
20 per cent. * 
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WHAT CAN YOU CARRY OVER?) 


NE AREA WHERE THE 1954 Cope promises operating peace and relative 

certainty is in carry-overs other than net operating loss carry-overs to 
successor corporations. Robert Caldwell, Jr., CPA, a partner in Charles J. 
Rockey & Co., Philadelphia gives us this concise outline of what can and 
what cannot be carried over. His outline follows: 


1. Earnings and profits—In general, carried over to successor corporation 
but successor cannot use deficit of predecessor to offset earnings and profits 
accumulated before transfer. 


2. Capital loss carryover—In general, carryover allowable to successor but 
limited in first year on daily proration basis. 


3. Accounting methods—If the same methods used by both corporations 
prior to transfer, they must be continued. Regulations cover other situations. 


4. Inventories—Acquired inventories to be taken on same basis as by trans- 
feror except that if different methods had been used by both companies, 
regulations are to provide treatment. 


5. Depreciation—If new declining balance, sum-of-the-years-digit methods, 
etc., used by predecessor, such methods must be continued. Depreciation 
allowance limited to part of basis of assets to successor for determining gain, 
not exceeding basis to predecessor. 


6. Prepaid income—If successor is on accrual basis and assumes liability for 
type of prepayments allowed under Sec. 452, it continues method. If on cash 
basis, successor takes into income in first taxable year after transfer. 

7. Installment method—Successor continues to use installment method if 
used by predecessor. 

8. Amortization of bond discount or premium—If successor assumes liability 
for bonds, it continues method of amortization of discount or premium. 


9. Exploration and development expenses—In general, the successor may 
continue election of predecessor. 


10. Contributions to pension, annuity, stock bonus, and profit-sharing plans 
—Successor continues as if it were predecessor. 

11. Recovery of bad debts, prior taxes, or delinquency amounts—If successor 
is entitled to such recoveries, it treats in same manner as predecessor did. 


12. Involuntary conversion under Sec. 1033—Acquiring corporation treated 
same as predecessor. 

13. Dividend carryover to personal holding company—Successor treated 
same as predecessor. 

14. Indebtedness of certain personal holding companies—Successor is treated 
same as predecessor regarding retirement of indebtedness incurred before 
January 1, 1934. 

15. Payment of debts of predecessor corporation—In general, if obligations 
are assumed and give rise to liability after date of distribution, they may be 
deducted by successor to extent they would have been to predecessor. 


16. Deficiency dividend of personal holding company—Successor is entitled 
to deduction for deficiency dividend paid for transferor. 


17. Percentage depletion—Successor is allowed to continue percentage de- 
pletion regarding extraction from the waste or residue of prior mining. 


18. Charitable contributions—Successor entitled, subject to usual percentage 
limitations under Sec. 170, to carry over contributions made by predecessor 
in taxable year ending on date of distribution or transfer and prior taxable 
year to first two taxable years of successor beginning after date of distribu- 


tion or transfer. * 
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No carrybacks of unused EPT credits 
after de facto Taxpayer 
ceased operations and was partially 
liquidated in 1944, but no certificate of 
dissolution filed. Its 
were transferred to stockholders. How- 
ever, it filed EPT returns for 1945 and 
1946 and claimed the carryback of un- 
used EPT credits from 1945 and 1946, 
te 1944. The affirmed the Tax 
Court in denying these carrybacks, hold- 


dissolution. 


was ever assets 


court 


in that taxpayer had ceased to exist as 
a corporation in 1944, and in 1945 and 
1946 taxpayer was a mere shell; the Tax 
Court was justified in holding it had 
ceased to exist. A.B.C. Brewing Corp., 
CA-9, 6/22/55. 

Taxpayer's sole stockholder died in 
Sept. 1945. In July 1946 it liquidated 
and distributed its assets to the estate. 
The court held that since it was active 
and operating in 1945 it was entitled to 
carry back its unused EPT credit from 
that year to 1943. Arizona Concrete Co., 
DC Ariz., 6/3/55. 


Stockholders can’t deduct payment of 
tax of dissolved corporation. In a brief 
finding of fact and conclusion of law, 
the court holds that stockholders who 
in 1951 paid additional income tax of 
their dissolved corporation could not de- 
duct it. It stated as a fact that the fair 
market value of the assets received in 
1948 in dissolution, used in computing 
their gain, had been reduced by this 
amount of income tax. Sloss, DC, Ala., 
4/1/55. 


Advances by sole stockholder bona fide 
loans. After considering all the facts the 
court concluded that a sole stockholder’s 
advances totalling $9,500 to his corpora- 
tion were intended to be and were in 
fact loans. The records and the actions 
of the parties were consistent with their 
being loans. Interest paid on the loans 
was properly deducted. Pier Manage- 
ment Corp., TCM 1955-160. 


Stockholder’s advances are part capital 
and part loan. The court concluded from 
the facts that $5,000 of the advances 
made by taxpayer to a brick and tile 
company represented capital contribu- 
tions and the balance, $12,500 were 
loans. Both became worthless in 1947 
when the business, then hopelessly in- 
solvent, closed down. However, the loss 


on the loans was non-business and there- 


fore capital; they were not made in the 
course of taxpayer's trade or business. 
Funke, TCM 1955-156. 


Redemption of corporate stockholder’s 
preferred, at time of sale of common, 
held a sale and gain is capital. Tax- 
payer, a finance company, was the ma- 
jority stockholder in each of two auto- 
dealer corporations. For various reasons 
it desired to divest itself of these inter- 
ests completely by a transfer to the 
minority stockholders and others, but 
wanted to receive a dividend (against 
which the 85% dividend-received credit 
would be allowable) not make a sale 
subject to the capital gains tax. To do 
this and to reduce the value of the 
common and the price the purchasers 
would have to pay, a dividend in pre- 
ferred stock was declared equal to the 
surplus. The common stock was sold 
subject to an agreement that taxpayer’s 
share of the preferred would be re- 
deemed. At the closing some of the pre- 
ferred was redeemed and some sold to 
the purchasers of the common. The tax- 
payer reported the proceeds and the re- 
demption as a dividend. The Court 
agreed with the Commissioner that the 
redemption of the preferred should be 
treated as a capital gain because the 
redemption was part of a plan to dis- 
pose of the stockholder’s entire equity 
interest. Auto Finance Company, 24 TC 
No. 47. 


Predecessor’s deficit reduces successor’s 
earnings after reorganization. A Mass. 
real estate trust reorganized tax-free into 
two newly-formed corporations, one of 
which later declared a dividend partially 
out of current earnings. At the time of 
the reorganization the trust had a deficit. 
The Government contended under the 
rule of the Sansome case involving the 
carryover of earnings, and the Phipps 
case involving the carryover of deficits 
in tax free reorganizations, that the defi- 
cit of the trust here could not reduce 
the earnings of the newly created cor- 
poration. However, the court affirmed 
the District Court and agreed with the 
taxpayer that this case is distinguishable 
from the Phipps case in that the divi- 
dend-paying corporation had no accu- 
mulated earnings on the date of reor- 
ganization and therefore taxpayer was 


not trying to escape tax on earnings at 
the time of reorganization. Snider, CA- 
1, 6/22/55. [More extended comment 
will appear here next month. Ed.] 


Finding that redemption of another's 
stock was not dividend binding here. 
Taxpayers owned shares of preferred 
stock in corporation which redeemed all 
of its outstanding preferred. The tax- 
payers paid tax assessed on the ground 
that the amount received was essentially 
equivalent to a dividend. While tax- 
payer’s suits for refund were pending a 
jury found a business purpose connected 
with the redemption in a suit for re- 
fund by another stockholder. The Cir- 
cuit Court affirmed that case. The gov- 
ernment agreed that the same evidence 
would be presented in these suits. The 
Court granted taxpayers’ motion for 
summary judgment, holding that al- 
though the taxpayers and the number 
of shares were different in each case, 
the issue common to both was decided 
in the previous suit on which the gov- 
had ample opportunity to 
prove the taxability of the redemption 
as ordinary income. All stockholders 
must be treated alike. Leake, DC WD 
Oklahoma, 4/22/55. 


ernment 


“Cost” is the basis of assets acquired 
upon taxable merger. The union of a 
national bank and two state banks in 
1930 effected under federal law was 
held to be a merger. Since the transferor 
state banks did not have the requisite 
50% control (under 1934 Revenue Act) 
in the assets transferred, the basis to the 
national bank of the acquired assets was 
“cost” which was determined to be their 
fair market value at the time of merger. 
Rev. Rul. 55-443. 


Written plan not required for a reor- 
ganization. The nonrecognition provi- 
sions for reorganizations are applicable 
even in the absence of some written 
plan if circumstances warrant a finding 
that such a plan exists in fact. The Court 
finds a plan existed here for the reorgan- 
ization of a family corporation. Murrin, 
24 TC No. 57. 


Substance and not form controls reor- 
ganization. The court found that a re- 
organization was tax-free “exchange of 
stock for stock” pursuant to a plan even 
though, in form, properties were trans- 
ferred to shareholders in return for sur- 
render of their stock, and the share- 
holders on the same day conveyed the 
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properties to a new corporation for new 
stock. The several steps were in pur- 
suance of an agreed-upon plan. Murrin, 


24 TC No. 57. 


Successor can’t use predecessor's basis 
for property acquired in foreclosure; no 
continuity of interest. Taxpayer’s estate 
is sued here as transferee for excess 
profits taxes of a corporation assessed 
on the theory that the corporation could 
not use a predecessor’s basis for assets 
acquired in reorganization in 1932. The 
sale stockholder of the old corporation 
was able to get new financing but this 
was done by a public foreclosure sale 
of the assets of the old corporation by 
its stockholders. The assets were bought 
by the new corporation. The court holds 
that the equity interest in the old cor- 
poration had vanished; that the bond- 
holders of the old were cut off and con- 
sequently there was no continuity of in- 
terest through the reorganization; it was 
not tax free and there was no carryover 
of basis. Wells Fargo Bank (Borden 
Estate), CA-9, 6/16/55 


In determining “control” in reorganiza- 
tion, retired preferred not yet redeemed 
is disregarded. The acquisition by a cor- 
poration in exchange solely for its com- 
mon stock of at least 80% of the com- 
mon of another corporation results in a 
nontaxable reorganization even though 
the preferred shares of the acquired cor- 
poration called for redemption have not 
been surrendered at the time of the ex- 
change. In determining the required 
80% control of “all other classes of 
stock” preferred shares which have been 
called but not yet presented for redemp- 
tion are to be disregarded. Rev. Rul. 
55-440. 


One 50% stockholder buys out other; 
simultaneous forgiveness of seller's debt 
to corporation not dividend to buyer. 
The taxpayer and another each owned 
50% of the stock of a furniture corpora- 
tion. The taxpayer agreed to buy the 
stock of the other, who was indebted to 
the corporation for $7,300 and who 
agreed to sell his stock for $10,000 and 
cancellation of the debt. The taxpayer 
was held not to have assumed the debt 
as part of the purchase, and the subse- 
quent corporate cancellations of the 
debt did not result in any income to 
him. (The court remarked that it was 
not here called upon to decide whether 
the seller realized income through the 
forgiveness.) Ham, TCM 1955-161. 
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Ways & Means approves tax deferment 


on pensions for self-employed persons 


Goop MANY thousands of dollars 

would be put into the pockets of 
most readers of this journal by a bill 
just approved by the Ways and Means 
Committee of the House of Represen- 
tatives. This is the Keogh Bill to au- 
thorize self-employed persons (which 
includes most tax practitioners) to set 
aside tax-free funds for retirement. 

Nearly every professional group in 
America has protested the relative tax 
disadvantage suffered by its members 
because of tax advantages given em- 
ployed persons through exempt pen- 
sion plans. The Treasury Department 
opposed passage of enabling legislation 
at hearings before the Committee early 
in July. 

One of the most forceful explanations 
of the hardship suffered by the profes- 
sional man was recently presented by 
The Economist (London), a part of 
which is reproduced on page 176 of 
this issue. 


Details of the bill 

The bill as approved by Ways and 
Means would permit a self-employed 
person to set aside in a retirement fund 
an amount not greater than 10% of 
his income or $5,000 which ever is 
less, which amount would be free of 
income tax. A $100,000 life-time limit 
is also set. Persons over 55 years of age 
would be permitted to set aside tax-free 
a larger amount. 

Income from funds so set aside would 
be tax free, and withdrawals in a lump 
sum would be at capital-gains rates; 
gradual withdrawals would be taxed 
at ordinary income rates. 


Who would be eligible 


In testimony before the Ways and 
Means Committee, Laurens Williams, 
Assistant Secretary of the Treasury. 


pointed out the great administrative 
difficulties in extending provisions of 
the bill to others than self-employed 
persons, such as employed persons not 
benefiting from corporate pension plans. 


Limited to self employed 

“On balance,” he said, it appears 
that it might be better to limit the 
benefits of any new provision to self- 
employed individuals. Employees at 
least potentially may benefit from quali- 
fied pension plans established by their 
employers. Questions as to whether their 
employers establish plans, and whether 
they as individuals have vested rights 
under such plans as are established, 
might be viewed as matters to be re- 
solved along with other conditions of 
employment. Tax relief seems most 
clearly indicated for self-employed in- 
dividuals who do not have even po- 
tental tax benefits under existing law 
in providing themselves with retire- 
ment income. 

“If the new provisions were confined 
to self-employed individuals as defined 
for social security purposes there would 
be a simple objective test for eligi- 
bility. Since social security benefits con- 
stitute the basic provision for retire- 
ment income of employees, and for 
many self-employed persons, it would 
seem fair and desirable to confine the 
benefits of any special tax treatment of 
the retirement savings of self-employed 
persons to those who are covered by 
social security on a mandatory basis. 
Employees are so covered. A similar 
requirement for all self-employed who 
are benefited by the new provision in 
the tax law would be a logical part of 
the attempt to give comparable treat- 
ment to employees and self employed 
individuals. The self-employed groups 
now excluded from social security could 
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be brought under the system at the 
same time as tax provisions for retire- 
ment income of self-employed are 
established. 


Partially self-employed 

“Under this approach, some rule 
would have to be provided for indi- 
viduals who are both self-employed and 
employed by others. We believe that it 
would be fair to permit people who 
receive earned income both from em- 
ployment and from self-employment ac- 
tivities to receive the retirement income 
benefits which would go with their two 
sources of earnings. We suggest, how- 
ever, to minimize administrative work, 
that the deduction for individual retire- 
ment funds should be confined to people 
whose self-employment incomes amount 
to some appreciable fraction, perhaps 
10 or 20 percent, of their total income. 


Allowable investments 

“In general, we believe that it would 
be desirable to permit investment of 
the savings eligible for the exclusions 
in a fairly broad range of investment. 
Special issues of United States savings 
bonds could be offered in forms appro- 
priate for the accumulation of retire- 
ment funds. Special custodian accounts 
or segregated funds in banks or invest- 
ment companies also could be author- 
ized. The direct purchase of some spe- 
cial form of annuity policies would be 
an obvious form of accumulation. 

“Inevitably, certain present uses of 
savings could not feasibly be adapted 
to provide retirement incomes. Such 
common and important things as di- 
rect own or a 
closely controlled business, payments 
on residence mortgages, and the costs 
of term and ordinary life insurance 
policies, do not seem properly to be 
adaptable to the provision of retire- 
ment income. If savings used for such 
purposes were qualified for tax exclu- 
sions, the very purpose of the proposed 
changes would not be met and the tax 
allowance would simply become one for 
savings from earned income. However, 
we believe that the allowable uses 
should be kept as broad as possible to 
permit a maximum of individual choice, 
and a minimum diversion of investment 
into standard institutional forms. 

“The Government should not assume 
any obligation, direct or implied, to 
assure the safety of retirement funds 
accumulated under any such new pro- 
visions, except in so far as the institu- 


investments in one’s 
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tions handling the funds may be sub- 
ject to general supervision for other 
reasons. 


Withdrawals 


“Since the objective of the proposals 
is to encourage savings for retirement, 
the law should place penalties on with- 
drawals of such funds before the age 
of 65. Moreover, it should be made 
certain that the funds, which represent 
untaxed ordinary income, ultimately 
will be converted into taxable income. 
They should not be permitted to be held 
indefinitely as part of an individual's 
capital fund and passed on in a lump 
sum as part of his estate. Consideration 
well might be given to requiring par- 
ticipants to begin to withdraw their 
retirement funds in periodic payments 
at not later than the age of 70. Provision 
properly could be made for the pur- 
chase of joint annuities with survivors’ 
benefits, as is possible under employer- 
financed pension plans. 

“As I have noted, the funds would 
consist almost wholly of untaxed ordi- 
nary income. [The bill] would give 
capital gain treatment to lump-sum 
withdrawals of funds which had been 
accumulated for five or more years. 
We believe this provision unwise. 
Lump-sum withdrawals, either prior to 
retirement or at the time of retirement, 
should not be encouraged by allowing 
such withdrawals to be taxed as capital 
gains, though some form of averaging 
might be considered. 

“It has been proposed by some that 
withdrawals of retirement funds should 
be permitted without penalty where 
there is illness, or financial emergency 
due to such factors as unemployment. 
Though such considerations are appeal- 
ing, we suggest that the more numerous 
the exceptions are to the general rule 
of requiring the participant to wait 
until retirement age before withdraw- 
ing the funds, the farther the plan 
would depart from its retirement objec- 
tive, and the more serious would be 
the discriminations against pension 
plans which permit such withdrawals 
only in limited cases and circumstances. 


Effects on revenue 

“The revenue effects of allowing tax 
exclusions for savings used to provide 
retirement income will depend primarily 
on three factors: first, the limitations 
placed on the annual exclusion, second, 
the breadth of the group which is 
qualified to benefit, and third, the ex- 





tent to which people in the eligible 
group actually take advantage of the 
law. 

“If all eligible people took full ad- 
vantage of H.R. 9 or H.R. 10, which 
would allow self-employed people and 
employees not covered by pension plans 
to invest 10 percent of their annual in- 
come with an annual ceiling on the 
exclusion of $7,500, the annual revenue 
loss would be $3.4 billion. [The bill as 
approved limits such investment invest- 
ment to $5,000 per year.] 

“Actually, people would not make 
full use of their opportunities for tax 
savings under the proposal. If indi- 
viduals who would be eligible for the 
exclusions under H.R. 9 or H.R. 10 
invested only a part of the maximum 
allowable—ranging from 15 percent for 
the people whose incomes are under 
$3,000 per year, to two-thirds for the 
people whose incomes are $25,000 or 
more—the revenue loss would be ap- 
proximately $1 billion annually. 

“If the provision giving older people 
the right to make additional investments 
are removed from the bills on the same 
assumptions the revenue loss would be 
reduced from $1 billion io $810 mil- 
lion annually. 

“The revenue loss would be smaller 
if the amounts of the annual exclusions 
and the annual ceiling were reduced. 
For example, if the annual exclusion 
is limited to 5 percent of earned in- 
come, and the annual ceiling is $1,000 
for self-employed people not 
covered by pension plans, and em- 
ployees covered by pension plans are 
allowed exclusions of 2'/, percent of 
earned income with an annual ceiling 
of $1,000, the revenue loss would be 
about $600 million annually if those 
eligible for benefits averaged one-third 
use of the maximum allowances. 

“The revenue loss under H.R. 9 and 
H.R. 10 would be decreased appreci- 
ably if the benefits were confined to 
self-employed people. So limited, the 
plan would cost about $275 million 
annually if eligible persons on the aver- 
age used about one-third of their po- 
tential maximum benefits. 

“Revenue losses in early years would 
be partially offset in later years as 
retirement incomes were drawn down 
and taxed. However, with double ex- 
emptions for people over 65, the off- 
sets probably would be relatively minor. 

“It is difficult to estimate the extent 
to which eligible people would in fact 
take advantage of any new tax exclu- 
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sions for savings for retirement income. 
It is highly probably that greater pro- 
portionate use of the benefits would 
be made by people with higher in- 
comes. Individuals with smaller in- 
comes usually find it necessary to use 
most of their earnings for more press- 
ing needs than providing for retire- 
ment income, important though that 
may be. Moreover, the saving in taxes, 
and hence the incentive for directing 
savings into forms which will qualify 
for the tax exclusions, would be di- 
rectly related to the taxpayer’s top 
bracket tax rate. For people with income 
subject to the lower tax rates, the tax 
advantages of putting savings into re- 
stricted retirement funds would prob- 
ably not be enough to produce any ex- 


Past service costs on substantial pension 
plan amendments treated as a distinct 
plan. Only 10% of costs allocable to 
past service, accrued when a plan is 
adopted, may be deducted annually. 
Where past service costs result from 
substantial amendments to a plan, the 
amendments are treated as though they 
were a separate supplemental plan; 
their cost is not to be added to the 
original base for the 10% 
Rev. Rul. 55-411. 


limitation. 


Employee not taxable on trust till dis- 
tributions unqualifiedly available. A 
beneficiary of an exempt employee’s 
trust is taxable on any distributions 
which are distributed or “made avail- 
able” to him. A distribution is not “made 
available” if there are substantial con- 
ditions or restrictions on his right of 
withdrawal, or if the employer has made 
a prior irrevocable election to defer dis- 
tribution Rev. Rul. 55-423. 

The employee’s interest is not “made 
available” to him if he can withdraw 
part but only on proof of financial neces- 
sity. Nor will an employer be considered 
to have a distribution available merely 
because he can irrevocably elect dur- 
ing the first fourteen years of his par- 
ticipation not to have a distribution, 
otherwise payable, made at the end of 
fifteen years. Rev. Rul. 55-424. 


Can deduct payments to plan to benefit 
employees widows. An employer put 
into effect a self-insured death benefits 
plan requiring payments of monthly 


tensive use of such a retirement plan. 


The Treasury's opposition 


“As the Secretary has stated, in view 
of the revenue loss involved in even a 
narrowly limited plan, the Treasury 
Department does not favor the adop- 
tion this year of any plan giving tax 
exclusions for savings for retirement in- 
come to self-employed people. When 
general tax relief is possible, however, 
the Department would be sympathetic 
to a limited form of special allowances 
to self-employed individuals who are 
covered by social security on a manda- 
tory basis, in view of the potential dif- 
ference in tax treatment between them 
and employed persons under the pres- 
ent law.” w 





benefits to the widows of retired em- 


ployees for a limited number of months. 
The employee had no vested right to 
such benefits while living. The service 
holds that the payments to the fund 
constitute deferred compensation de- 
ductible by the employer in the year of 
payment. The widow can exclude pay- 
ments received not in excess of $5,000. 
Rev. Rul. 55-436. 


No tax on transfer from nontrusteed to 
trusteed pension plan. Employee par- 
ticipants of a nontrusteed plan funded 
by the purchase of annuities receive no 
income as a result of the cancellation of 
the policies and the transfer of all accu- 
mulations from the insurer to a trustee 
under a new plan in which the em- 
ployees are eligible and required to 
participate. Rev. Rul. 55-427. 


Tax Court cut in officers’ salaries up- 
held. Taxpayer was a closely held cor- 
poration; one stockholder owned 50% 
of the stock, his wife, 1% and another 
stockholder 49%. The husband and the 
other stockholder received salaries of 
$6,000 in 1949 and $4,000 in 1950. 
Each had other business interests and 
performed only minor services. The wife 
actually managed and operated the busi- 
ness. She received $3,000 in 1949 and 
$5,000 in 1950 plus a share of profit. 
The Tax Court reduced the allowance of 
salaries of the husband and the other 
stockholder to $1,000 each for each of 
the years and the Circuit Court held this 
not clearly erroneous. The court indi- 
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cated, however, that if it were the trier 
of the facts it would have allowed more. 
San Marco Shop, Inc., CA-5, 6/15/55 


Voluntary sick payments to aged em- 
ployee income under ’39 Code. A 73- 
year-old employee received voluntary 
wage payments while recuperating from 
a heart condition. The payments, de- 
ducted by the employer as a business 
expense, were held intended as com- 
pensation for past services and were 
therefore taxable. Umstead, TCM 1955- 
157. (The 1954 Code specifically ex- 
cludes sick pay from income under cer- 
tain conditions. ) 


Sec. 107 income “carried back” to wife’s 
separate returns. [ Acquiescence.] Tax- 
payer, a lawyer, received fees which he 
was permitted to treat, under Sec. 107 
(1939 code), as though he had received 
them when earned. This involved allo- 
cating fees to years in which he and his 
wife filed separate returns. They filed a 
joint return in the year of actual re- 
ceipt. The amounts allocated to prior 
years are treated as increasing the wife’s 
income, because they split income in the 
year of actual receipt. Leon R. Jillson, 
22 TC 1101, acq. IRB 1955-19. 


Lecturing for a fee may be a business. 
An individual who accepts an occa- 
sional invitation to make a speech for 
which he receives an honorarium is not 
engaged in a “trade or business.” How- 
ever if he fills speaking engagements 
for which he receives fees or other 
compensation with reasonable regularity 
during the year, such activity would 
constitute a business the income from 
which would be subject to the self- 
employment tax. Rev. Rul. 55-431. 


Professor's extra-curricular writings and 
lectures are a business. A full-time State 
university professor who also writes 
several books and gives public lectures 
for profit, is for self employment tax 
purposes engaged in a trade or business. 
Rev. Rul. 55-385. 

Pension plan contribution prorated for 
short taxable year. For the short taxable 
year resulting from a change in his 
accounting period, an employer can de- 
duct as his contribution to a pension 
plan the proportionate part of the ac- 
tuarially determined current cost for a 
12 month period beginning or ending 
with the anniversary date of the plan 
falling in the taxable year. Rev. Rul., 
55-428. 
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Capital, retirement, problems of 


professional man increase as taxes rise 


'[‘00 LITTLE ATTENTION is being paid 

by the public and our lawmakers to 
the plight of the professional man in 
today’s tax climate. Several bills have 
been introduced in Congress, notably 
those by Congressmen Reed and Mc- 
Keogh, to permit professionals to ac- 
cumulate tax-free retirement funds, to 
put them on a par with corporate em- 
ployees in this respect. One slight break 
in the the Kinter (CA-9, 
10/15/54) decision permitting a medi- 
cal group to be taxed as an association 
with payments into a retirement fund 
deductible by the The 
magazine Medical Economics has been 


barrier is 


association. 


making a big fuss about this case, as a 
possible solution to some of the doctor’s 
troubles. [See also p. 73. Ed.] 

The (London), the 
usually - sensible - and - always - urbane 
commentator pleads for action on behalf 
of the professional man this way: 

As things are, taxation falls with un- 
fair severity upon that section of the 
community which lives by fees rather 
than by salaries or wages: especially on 
those members of the free professions 
who conduct private practices. 


Economist 


They are not the least deserving nor 
the least productive. They stand for an 
attitude to life which is of the utmost 
value to the nation. They are, it is true, 
a diminishing proportion of the class 
which calls itself professional. Most 
lawyers, however, are still in private 
practice, a high proportion of account- 
ants, half the architects and surveyors, 
all stockbrokers. 

But 
yearly 
job is 
career 


this independence is becoming 
harder to sustain. The salaried 
becoming the only professional 
open to the young man with no 
capital and a normal desire for some 
security. From the outside, the re- 
muneration of private practice may still 
seem good. But on closer examination 


it proves on average to be less attractive, 
and to carry with it many more cares 
and risks, than the salaried and, above 
all, pensionable job. Independence has 
increasingly to be its own reward; only 
the exceptionally able can make it pay 
better than—or even as well as—employ- 
ment. 

As an assistant in an existing partner- 
ship in, say, law or architecture or the 
City, the professional man’s starting 
salary may be around £600; it will rise 
to perhaps £1,250 before he becomes a 
partner. As a partner, and between the 
ages of 35 and 60, he may earn £2,000 
to £3,000 a year in fees; exceptionally, 
over £5,000. When he begins to think 
of retirement at 60, the value of his 
interest in the practice will be about 
two years’ purchase of his gross annual 
income from it. Unless he can hang on 
—depriving the younger men of thei 
chance to make good—he will in fact 
have to retire about 65; he will then 
possess, for the support of his wife and 
dependants and his old age, whatever 
private fortune he began with 40 years 
previously, his savings (if any) and the 
capital value of his share in the practice, 
which in general may average £5,000 
or so. When he is dead, there will be 
his life insurance. From the state he will 
get an old age pension, paid for at the 
self-employed rate—30 per cent more 
than the employed rate. 


Middle years are critical 


The crucial period of his life is 
between 35 and 60. In the past, this 
was the period when he gave his 
children a better-than-state education 
and professional training, and made 
provision for a dignified old age. Today, 
if his yearly income from fees is £2,- 
500, and he has a wife and two children, 
his net income after taxation is under 
£1,800. Income tax law—and still more 


the application of it—tends to take a 
more stringent view of what are allow- 
able expenses in the case of professional 
practices than in the case of businesses; 
thus the professional man’s expense ac- 
count will not much ease his cost of 
living. If his children win scholarships 
a means test will deprive him of most 
of the relief this would bring to his 
educational budget. Since he is not em- 
ployed he must pay out of net income 
the cost of provision for a pension. He 
will save little; his main asset will be his 
professional goodwill. 


What is good will worth? 


How much will this be worth? He 
may have bought his share in the 
practice out of a small patrimony; but 
who is to buy it, and how? In the smaller 
firms the junior partners are faced with 
the problem of finding some thousands 
of pounds when a senior retires (as they 
will wish him to do). In the larger firms 
it is becoming usual for the junior 
partners to buy a fraction of the senior 
partners’ interests every year. For those 
(inevitably a growing number) enter- 
ing the profession without capital, this 
is the only way; it means that they must 
borrow on their prospects from a bank 
or assurance company against the col- 
lateral of a paid-up endowment policy. 
This cuts a big slice out of 2 net income 
of £1,800. It puts a liter.“ interpreta- 
tion on Bacon’s dictum “I hold every 
man to be a debtor to his profession.” 


Permanent financial anxiety 


Thus in the future the most produc- 
tive years of the professional man’s life 
will rarely be free from financial anxiety; 
yet at the end the provision he will have 
made for his retirement, and for his 
wife and dependents, will be very small 
indeed. To live for more than five years 
after retirement will mean to enter a 
period of increasing penury, while his 
retired salaried colleague will maintain 
—within the limits set by inflation—his 
standards to the end. This is not a 
prospect to attract newly-qualified men 
and women leaving the university (or 
who have qualified in a practice itself). 
In preference to a splendid independ- 
ence leading to nothing but worry, they 
will take the salaried jobs in govern- 
ment or big business. The idea of tak- 
ing up practice to contribute to the 
continuing professional tradition, to 


add its body of skill and knowledge, 
will produce a shrug of the shoulders. 
The professions must face the facts. 
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Somehow a profession as a whole must 
replace the capital withdrawn each year 
on the death or retirement of its senior 
members. If the rising generation is 
unable to effect that replacement in the 
traditional way, the professions must 
devise new ways of attracting that capi- 
tal—or accept the fact that their day is 
done. 

That would be a bad day for the 
country. It would be a day when the 
and fiduciary relationship 
between practitioner and client would 
come to an end; all dealings would 
thenceforth be with officials who would 
dole out their services with half an eye 
on the client and one and a half eyes on 
the clock, on promotion chances, and on 
department policy—and invariably ac- 
cording to a book of rules. The impor- 
tance of maintaining an “independent 
sector” in the professions cannot be 
measured by mere numbers. There is 
but one umpire to 22 footballers and 
50,000 spectators; yet the possibility of 
a game turns on him. The brass plate 
takes its place with Parliament and 
press at part of the defences of the 
liberty of the individual. *% 


intimate 


Seidman cited for 
“outstanding achievement” 


J. S. SempMaN, a man whose actions 
often make news in these columns, is 
the recipient of the NYU Madden Me- 
morial Award. The reward is presented 
by New York University for “outstand- 
ing achievement in business, industry 
or professional life.” Mr. Seidman is a 
partner in the accounting firm of Seid- 
man and Seidman and is president of 
the New York State Society of Certified 
Public Accountants. He is, at present, a 
vice-president of the 
American Institute of Accountants. ~* 


nominee for 


Tulane Tax Institute Nov. 16 

THE FIFTH ANNUAL Tulane Tax Insti- 
tute will be held November 16-19 at 
the St. Charles Hotel, New Orleans. 
Approximately 30 _ nationally-known 
general tax specialists, attorneys, certi- 
fied public accountants, insurance and 
oil specialists, university law and busi- 
ness faculty members, and government 
officials will serve as visiting lecturers 
for the three-day institute. Each year, 
21 cooperating agencies in Louisiana, 
Mississippi, Texas and Oklahoma co- 
sponsor the institute with the Tulane 
schools of law and business administra- 
tion. vr 


Professional tax practice * 177 








IS ADVERTISING OF TAX PUBLICATIONS 
MISLEADING? 


WE HOPE NO ONE, publishers or 
others, will accuse us of excessive 
piety or unctuousness if we invite 
attention to a comment on the ad- 
vertising of tax publications which 
recently appeared in The Virginia 
Accountant. We reprint same _ be- 
cause we agree; our only quarrel is 
that we would go further. Here’s 
what they said. 

“The 1954 Internal Revenue Code 
contains many sections which con- 
form the treatment of certain items 
of income and expenses for tax pur- 
poses to accepted accounting prin- 
ciples. For example: The treatment 
of depreciation, prepaid income, 
estimated expense reserves and ac- 
crued vacation pay to employees, 
was brought into line with the con- 
cept of income recognized by the 
accounting profession. Shortly after 
the 1954 Code became effective, ac- 
countants, attorneys and _ business 
men began receiving through the 
mails circulars and letters from cer- 
tain publishers of tax services point- 
ing out the many changes in the 
new Code and attempting to sell 
their particular publication. Some of 
these circulars, or letters, were so 
enthusiastic as to lead the reader to 
believe that in 1954 every business 
could obtain twice the deduction for 
depreciation; or a double deduc- 
tion for estimated expenses by 
merely ‘picking a figure out of the 
air. They were, of course, referring 
to the new sections allowing more 
rapid depreciation rates and the ac- 
crual of expense reserves for future 
determinable expenses on products 
sold in 1954. 

“The words used by these circu- 
lars to describe the above items, 
however, lead the reader to believe 
that business men are getting pre- 
ferred treatment, tax-wise. The only 
way a business could obtain twice 
the deduction for 1954 depreciation 
is to replace all of its depreciable 
assets on January 1, 1954, with new 
assets. Obviously, every business 
man could not do this; in fact, we 
feel it is safe to say that no business 


man did. Estimated expense reserves 
are not ‘estimated.’ They must lend 
themselves to a reasonable determi- 
nation based on past experience. 

“When salaried taxpayers, or the 
organizations which represent them, 
read advertising copy which er- 
roneously leads them to believe the 
business man is receiving a tax 
‘break’ not available to themselves, 
it is natural for them to feel an- 
tagonistic. 

“Another objectionable practice 
in this type of advertising is pre- 
dicting that accountants will make 
a ‘killing’ in 1955 because of in- 
creased fees in tax work. This per- 
ennial prediction has occurred every 
time changes have been made in 
the Code and we have yet to locate 
the accountant has seen it 
materialize. Furthermore,  profes- 
sional have no mon- 
opoly in tax practice. Thousands 
of others do tax work. 

“Publishers of tax services are con- 
sidered to be expert in their field; 
what they say in their advertising is 
accepted by many persons as being 
correct. They may have different 
copy for each group of persons 
circularized, but this copy finds its 
way into the hands of other groups, 
and with the type of wording used, 
may be easily misinterpreted. The 
accounting profession believes it is 
rendering a needed service in tax 
practice, many phases of which no 
other profession is qualified to per- 
form because the income tax law is 
based on accounting. It is as ridicu- 
lous to predict a boom in fees for 
tax work for accountants, as it is to 
predict a boom in medical fees be- 
cause of new drugs. 

“We have the greatest respect for 
the products of the publishers of tax 
services. Their tax libraries make 
competent tax work easier and 
faster. However, the publishers who 
distribute advertising copy contain- 
ing words and general statements 
which may be easily misinterpreted, 
will lose the respect and the support 
cf many tax practitioners. we 


who 
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How could capital-gains taxation be 


amended to encourage investment transfers? 


Or ALL THE PROPOSALS to improve 
capital gain taxation, six persist as 
having the greatest plausibility. These 
are: (1) complete elimination of the 
tax, (2) reduction of the tax rate to 
lower levels, (3) reducing the holding 
period, (4) postponing tax on realiza- 
tion by a “rollover” provision, (5) pro- 
viding for constructive realization of 
gain or loss at death and gift, and (6) 
taxing gains on an accrual basis. The 
staff of the Senate Banking and Cur- 
rency Committee has prepared a study 
of these six proposals; we summarize it 
below. Primary responsibility for this 
work belongs to Dr. Asher Achinstein, 
Myer Feldman, and Amerst E. Hudson. 


Elimination of capital-gains tax 

Many contend that capital gains are 
an illusory form of income to the extent 
that they reflect a rising price level, and 
that they should not properly be taxed. 
It is also argued that the tax is a levy 
on capital rather than on income, and 
therefore has the effect of impairing our 
capital resources and reducing the flow 
of capital for investments. In substanti- 
ation of this theory it is pointed out 
that capital gains are not included in 
national income figures which measure 
the value of goods and services pro- 
duced. The practice of both Great 
Britain and Canada in exempting gains 
from tax is also usually cited in support 
of this position. 

Opponents of these contentions assert 
that equity considerations have long 
mititated against such a point of view. 
They maintain that it is difficult to 
justify the tax exemption of an increase 
in an individual’s net worth over a pe- 
riod of time on ground that his increase 
in wealth simply reflects a rising price 
level, when others dependent on salaries 
and wages—frequently lagging behind 


changes in price levels—are called upon 
to support the Government. This con- 
tention is supported by the concept of 
taxable income which has come to be 
generally accepted by students of the 
subject, namely, that “income is the 
money value of the net accretion to 
one’s economic power between two 
points of time.” 

On this basis, ignoring capital gains 
on grounds of possible adverse economic 
effects would do violence to the concept 
of what constitutes income, particularly 
since income taxation in other areas 
may also be said to have adverse eco- 
nomic effects. 

The sharp disparities in the compar- 
ative tax treatment of capital gains and 
other types of income are illustrated by 
the unusual concentration of capital 
gains among high income individuals. 
In 1951, for example, there were 171 
millionaires reporting incomes of $1 
million or more for income tax purposes. 
Of these, 138 reported capital gains of 
$206 million—an average of $1.5 mil- 
lion per person—which accounted for 
60 per cent of the total income of this 
income class. (An additional 22 returns 
reported net capital losses of $286,000, 
or an average of $13,000 per return. ) 


Canadian-Great Britain position 


Capital gains in Great Britain and 
Canada are generally ignored since they 
are regarded as “accretions of capital” 
and not income. The origin of this Brit- 
ish view is probably to be found in the 
custom of thinking in terms of “annual 
profits” and “regularity” of income. 
The apparently anomalous results of 
British practice led one British Royal 
Commission to conclude that “. . . to 
allow whole classes of sometimes highly 
profitable transactions to be outside the 
range of the income tax, on the narrow 


and technical ground that the resulting 
profits are not of a recurring character, 
should no longer be permitted. . . .” 

Actually the scope of the British in- 
come tax is much broader than gen- 
erally believed, relying largely on arbi- 
trary determinations by the Inland Rey- 
enue Authorities. In general, only “cas- 
ual” gains are not taxed, and where 
gains are part of the taxpayer’s regular 
business they are taxable as ordinary 
profits, as in the case of securities deal- 
ers. In Canada, however, apparently 
little or no attempt is made to tax profits 
from capital transactions. 


Reduction in tax rate 


Considerable sentiment also exists for 
a reduction in the present capital gains 
rate by lowering the percentage of gains 


tax ra 


' of 10 


included in taxable income, from 50 to | 


20 or 25 per cent, and reducing the 
alternative tax rate, from 25 to 10 or 
15 per cent. Proponents of this policy 
claim that a lower rate of tax would 
encourage more numerous investment 
transfers and would be a major factor 
in improving the liquidity of the securi- 
ties market. They also contend that the 
added transactions would mean more 
Government revenue, both from the 
capital-gains tax and from the stock- 
transfer tax, and would be a strong 
stimulus to equity investment. 


| 


| 
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As indicated above, the present pref- | 


erential tax treatment of capital gains 
has undergone a long evolution. Various 
rate levels and holding periods have 
been tested, largely on an experimental 
trial-and-error basis. The principal ob- 
jectives of lower rates have included 
not only the reduction in tax deterrents 


) 


} 


| 


to sales of capital assets; lower rates | 


have also been justified by the objective 
of reducing the impact of the progres- 
sive rate structure on the bunching 
of gains accruing over a long period 
through their realization in a single 
year. Such crude averaging of incomes 
for tax purposes has been an important 
criterion of the proper level of capital 
gains rates. 

The opponents of preferential tax 
treatment for capital gains assert that 
the maximum rate level of 25 per cent 
should be appraised on equity grounds 
in the light of the graduated personal 
income tax rate schedule which ranges 
to as high as 91 per cent, and has an 
over-all effective rate ceiling of 87 per 
cent. To reduce the rate further would 
further accentuate disparities between 
the ordinary income and capital gains 
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tax rates. Neither could lower tax rates 
of 10 to 15 per cent be justified on crude 


) averaging grounds since the minimum 


individual income tax rate is now 20 
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Another variant of rate reduction fre- 
quently urged would be a return to the 
step-scale system in effect between 
1934 and 1938, which provides for a 
reduction in the percentage inclusion of 
capital gains varying with the length 
of time that the asset is held. The scale 
then in effect ranged from 100 per cent 
inclusion for assets held up to 1 year, to 
30 per cent inclusion for assets held 10 
years or more. Recent proposals would 
provide for complete tax exemption of 
gains realized on assets held more than 
10 years or so. Although such a system 
is now advocated principally as a device 
for encouraging realization, one of the 
principal reasons advanced for its re- 
peal in 1938 was its tendency to post- 
pone realization so as to take advantage 
of the stepped-down rate. 

It is difficult to predict whether lower 
tax rates would increase tax revenues, 
except insofar as they are effective in 
unfreezing presently locked-in gains. 
This is a one-time proposition, however, 
and would probably have no chain ef- 
fect in generating higher security prices 
which might produce any greater tax 
revenue from this source in the long run. 


Reduction of holding period 


Reduction in the holding period nec- 
essary to qualify for long-term gains tax 
treatment from 6 to 3 months is also 
strongly urged as a means of stimulat- 
ing greater capital transactions and in- 
creasing the liquidity of capital. The 
New York Stock Exchange, in advocat- 
ing a reduced holding period, maintains 
that: 

1. It would differentiate as well as 
the present 6-month period between 
those capital transactions deserving of 
special treatment and those which 
should be taxed as ordinary income. 

2. It would be as workable adminis- 
tratively. 

3. By permitting the freer exercise of 
investment judgments, it would result 
in thousands of additional transactions 
in capital assets, and result in substan- 
tial additional Government revenues. 

4. It would increase the liquidity of 
the securities markets, thus providing 
needed encouragement to equity invest- 
ment. 

The distinction between long-term 
and short-term gains has been dictated 
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primarily by the purpose of limiting the 
tax benefits of preferential tax treatment 
to bona fide investment transactions. 
The stated policy of Congress has been 
to avoid any favorable tax treatment 
of speculative gains. Use of the holding 
period as a basis of distinction between 
speculation and _ investment, while 
clearly arbitrary, nevertheless has the 
advantage of being objective and devoid 
of serious administrative and compliance 
difficulties. 

As noted above, the length of the 
long-term holding period was progres- 
sively reduced from 2 years prior to 
1934 to 6 months since 1942. How 
much shorter the period can be drawn 
without unduly encouraging speculative 
transactions cannot be decided on a 
priori grounds. Data compiled by the 
New York Stock Exchange on trading 
over a period of 2 days show that shares 
sold by public individuals held under 
30 days accounted for only 3 per cent 
of the transactions. Shares held from 
80 days to 6 months accounted for 20 
per cent; and those held 6 months to 
1 year represented 26 per cent. Securi- 
ties held over 1 year accounted for 48 
per cent of the transactions. 

Another purpose underlying the hold- 
ing period, indicated above, is to pro- 
vide for averaging of gains on assets 
held for more than 1 taxable year, the 
realization of which might otherwise 
be bunched in 1 year and taxed at 
higher graduated tax rates. Largely for 
this reason the Treasury Department 
recommended a holding period of 1 
year or more, in connection with the 
Revenue Act of 1951. 


Proposals for “roll over” treatment 


Proposals have been made to provide 
for tax-free exchanges of capital assets 
in a manner similar to that now pro- 
vided for gains on the sale of private 
residences. Sometimes characterized as 
a “roll over,” it would permit taxation 
of gains to be deferred until final reali- 
zation of the asset—that is, conversion 
to consumption goods or investments 
of an entirely different character. Reali- 
zation would also be provided for at 
time of gift or death, or even at the 
election of the taxpayer. In general, an 
investor would not be taxed if the gains 
on the sale of the eligible asset were 
reinvested in similar assets within a 
prescribed period of time. A tax would 
be imposed on that portion of the gain 
not reinvested in a similar type of asset. 

Such a proposal would also provide 


a solution to the difficult problem of 
capital losses, in permitting losses to 
be carried over indefinitely and offset 
against accumulated capital gains. 

The rate of tax applied at the pre- 
scribed time of realization of the gain 
would presumably be the ordinary in- 
come tax rate, or some average rate 
devised for this purpose. 

This proposal would appear to pro- 
vide a solution to most of the problems 
of capital gains taxation. In particular 
it would avoid possible adverse eco- 
nomic effects of realization on the trans- 
fer of investments, and would auto- 
matically provide for averaging of losses 
and gains. 

The implementation of such a scheme, 
however, might present practical prob- 
lems of administration and enforcement. 
The necessity of maintaining continuous 
records of capital transactions over a 
long period of time, allocating tax basis 
to various properties at the time of 
partial realization, and other problems 
might make such a plan difficult to 
administer. 


Constructive realization at death or gift 


One of the greatest defects of capital 
gains taxation is generally considered to 
be the failure to tax such gains upon 
the transfer of capital assets through 
gift or at time of death. The donee of 
capital assets carries over the basis, or 
cost, of the asset to the donor, and may 
be taxed upon sale on the full differ- 
ence between cost and selling price. 
Such capital assets may never be sold, 
however, and are thus held in the 
donee’s estate at death. 

Accrued capital gains and losses in- 
cluded in an estate are not subject to 
income tax. Moreover, the basis of the 
asset for purposes of determining gain 
or loss on sale is automatically increased 
to its fair market value, so that past 
accrued gains are automatically wiped 
out upon future sale. 

In summary, the transfer of appreci- 
ated property by gift permits postpone- 
ment of income tax for more than one 
lifetime and usually results in a lower 
gain and tax whenever gain is finally 
realized. In extreme cases, securities and 
other investments such as real estate 
are passed by gift from generation to 
generation without their gains ever be- 
ing brought into account under the per- 
sonal income tax. They may even skip 
gift and death taxes for a generation or 
more by typical trust arrangements of 
a life estate with the remainder going 





180 * The Journal of Taxation ° 
to grandchildren or great-grandchildren. 

This gap in the tax law tends to en- 
courage the postponement of tax on the 
realization of gains and to result in their 
more permanent “locking-in.” This op- 
portunity of avoiding tax is believed to 
have a particularly significant effect in 
discouraging the realization of gains by 
older investors. 

Students of the subject have long 
urged that this gap be closed by treat- 
ing the transfer of capital assets by 
gifts or devise as the equivalent of 
realizations at the then prevailing mar- 
ket value. 

This proposal usually also provides 
for unlimited allowance of capital losses. 
Under such a system deterrents to sale 
or transfer of securities and other assets 
would be reduced by the knowledge 
that accrued gains be taxed 
sooner or later. There would still re- 
main, however, 
postpone realization by reason of the 
interest saving on the use of the funds 
otherwise surrendered to the Govern- 
ment in tax. 

Other proposals have been made to 
transfer the decedent’s basis of the as- 
sets at death, consistent with the present 
treatment of gifts. Such an alternative, 
however, would be greatly inferior to 
“constructive realization” as a means 
of curbing the postponement, although 
it would greatly strengthen the gift and 
estate tax structure and recover poten- 


would 


some inducement to 


tial tax revenue now lost on the transfer 
of appreciated assets. 


Taxation of capital gains on an 
accrual basis 

The taxation of capital gains on an 
accrual basis has been proposed as a 
theoretically ideal solution to the reali- 
zation problem. Such a plan would pro- 
vide for the inclusion in taxable income 
of the net change in the value of prop- 
erty owned between the beginning and 
end of the taxable year, whether or not 
realized, and for the taxation of such 
changes in value at the ordinary income 
tax rates. This plan would provide for 
offsets of capital losses against ordinary 
income and constructive realization of 
gains at death. 

Such a plan would, of course, en- 
counter serious administrative and other 
practical objections. Among these would 
be the problem of establishing reliable 
values for securities and other property 
without an established market, particu- 
larly stock in closely held corporations. 
The adoption of such a plan would 


September 1955 


probably seriously disrupt established 
relationships between so-called growth 
stocks and income stocks. Realization 
would also be forced in many cases in 
order to provide the wherewithal for the 
payment of tax; this would be especially 
true of greatly appreciated adjustments. 
One of the major objections to the plan, 
which was seriously considered at the 
time of its formulation, was the doubt- 
ful constitutionality of taxing “income” 
until a “separation” actually occurs 
through sale or exchange of corporation 
stock. However, this doubtful view no 
longer prevails. % 


Don’t let tax saving 
overcome good sense 


SENSIBLE CAUTION on when not to go 
ahead with a tax-minimization program 
was offered by Fred W. Nichols, CPA, 
of Birmingham, Alabama, in his recent 
address at the Southern States Account- 
ing Conference. Two special considera- 
tions should be kept in mind, he said. 
One, the possibility that the profit (or 
loss) in a projected plan may be a great 
deal more or less than planned, and 
two, the need not to let tax considera- 
tions distort the needs and wishes of the 
taxpayer. He put it this way: 

“In the study of any tax plan, it is 
necessary that the tax be computed 
not only as to the savings involved if 
the plan should prove successful, but 
a computation should also be made as 
to the results in the event the plan is 
overturned, or if greater profits or losses 
are made than were originally projected. 

“This must be true not only for cur- 
rent but also for future years. Obvi- 
ously, we will find ourselves on much 
firmer ground, and the client will be 
in better position to make a wise de- 
cision if he is fully informed as to the 
risks involved in any particular tax 
situation. In our own practice, we have 
frequently found that many clients 
prefer not to assume these risks even 
though the odds may appear favorable. 

“Good tax planning should never 
conflict with the personal desires of 
the client. An example of this is, the 
formation of family partnerships. Un- 
less we can be sure that these arrange- 
ments have more to offer than a reduc- 
tion in taxes, and that the client is 
fully informed as to the possible con- 
sequences arising from such arrange- 
ments, they had best be avoided at all 


costs. We have learned from a few 
unhappy experiences that tax planning 
based solely on tax considerations can 
produce disastrous personal  conse- 
quences.” * 


Tax law now discriminates 
against real estate 


THREE AREAS of our present tax law 
discriminate against the real estate 
operator or investor, says David Boyd 
Chase. Speaking recently before the 
Association of Real Estate Boards, Mr. 
Chase, who is a partner of J. K. Lasser 
& Company, New York, urged efforts 
to change the law. 

Our tax laws discriminate against all 
types of developers, dealers and _in- 
vestors in real estate, he said. He urged 
that the legislative committee of the 
National Real Estate Board press for 
complete elimination of the discrimina- 
tory provisions. 

The tax law provides that gains on 
the sale of securities which are held 
for six months are taxed as long-term 
capital gains with a maximum rate of 
25%. To get the same kind of treat- 
ment, real estate must be held for three 
years, and in some cases five years. 

The whole framework of the law, in 
effect, demands that a development or 
investment in real estate must have at 
least a three year holding period to get 
capital gain versus the six months hold- 
ing period for other types of investors. 

This discrimination against real 
estate stems from three areas of the tax 
law: 

1. Collapsible corporation provisions. 
While it is normal in the real estate 
business to set up a separate corpora- 


_~ 
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tion for each new development, the in- ' 


come tax statute makes it necessary to 
hold property for three years before a 
long-term capital gain can be taken. 


Other kinds of investment are not 
hampered in this way. 
2. Security dealers can _ identify 


property held from investment rather 
than for sale, and get capital gains 


treatment on such property. Real estate 


dealers are not allowed this privilege. 
3. Land which is subdivided must be 
held for five years before the long-term 
capital gains treatment is accorded. In 
addition, other provisions make even 
this holding period impractical since no 
development of the tract is permitted 
without the loss of the capital gains 
treatment. % 
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Unemployment-tax questions raised by 


the “guaranteed annual wage” 


\ ITH THE MAJOR AUTO contracts 
\ signed, we can now sit back and 
try to evaluate the effect of the so-called 
Guaranteed Annual Wage on state un- 
employment benefits. In so doing, 
however, we will not consider it as a 
Guaranteed Annual Wage but rather 
as privately financed supplemental un- 
employment benefits. 


Provisions of the plans 


By this time most of our readers are 
probably aware of the major provisions 
of the Ford and General Motors Plans. 
Basically, they provide for the follow- 
ing: 

1. The Company pays 5 cents an 

hour for every hour for which employees 
in both defense and non-defense cate- 
gories receive pay. Payments for each 
category are placed in separate trust 
funds. The Company selects the trustee, 
either a bank or trust company, and 
makes such payment to the selected 
trustee. 
2. In the event of a layoff the employee 
will obtain benefit payments from the 
trust to supplement unemployment 
compensation, depending on the num- 
ber of credit units he has accumulated. 
This number depends upon the number 
of weeks he works and the extent of 
earlier layoff, if any. 

3. Those who receive unemployment 
compensation will receive as a supple- 
mental payment from the trust fund 65 
per cent of their weekly after-tax wages 
for the first four weeks they are entitled 
to benefits (none the first week as this 
is a waiting week under the unemploy- 
ment compensation law) and, there- 
after, 60 per cent of their after-tax 
wages. 

4. Maximum cash benefit from the 
trust is $25 per week and the minimum 
is $2 per week. 

5. Maximum duration is 26 weeks. 


Under this arrangement it is quite 
evident that there will be great stress 
made next year and perhaps in special 
sessions this year to have the various 
state legislatures amend their laws in 
three respects: (1) to exclude the 
privately financed supplemental bene- 
fits from the definition of remuneration; 
(2) to integrate payments from the 
company trust funds with state benefit 
programs; and (3) to increase the 
amount of state unemployment benefits. 


Joint pressure for higher benefits 

As regards the latter condition, it is 
quite evident that the higher the state 
payments are the less the auto industries 
and other industries undertaking like 
labor contracts will have to pay from 
its trust funds in order to bring layoft 
benefits up to the 60% or 65% of normal 
take-home pay. Walter Reuther, Presi- 
dent of the CIO, has frankly stated that 
he expects that management and labor 
will now be on the same side in lobby- 
ing for higher unemployment benefits 
from the states. He fails to recognize, 
however, that the large auto companies, 
in so doing, are shifting part of their 
labor costs on to millions of small em- 
ployers who are not concerned with lay- 
offs but whose unemployment insurance 
rates would be increased due to the 
drains on the state funds caused by 
higher benefits. We predict that the 
substantial majority of employers will 
oppose these efforts. 

We hear that the Ford Company 
anticipates little trouble in getting the 
state laws changed but frankly we look 
forward to a battle-royal in the coming 
legislative sessions. 


Regulation rather than legislation 


It is quite evident that Ford and 
General Motors, with the cooperation 
of the United Auto Workers, will 
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attempt to resolve the first two problems 
mentioned above by regulation and 
interpretation rather than legislation, 
but we do not believe that they will be 
successful in their efforts. Undoubtedly 
they will argue that the supplemental 
payments received by employees are 
out of the trust funds and, therefore, 
not remuneration from the auto com- 
panies. The facts are that under the 
labor contracts the companies reserve 
to themselves the management and 
control of the trust funds. The com- 
panies are permitted to establish rules, 
regulations and procedures. They estab- 
lish and maintain necessary records. 
They make the initial determination of 
eligibility and they are permitted to 
deduct from wages any over-payments 
out of the trust funds if such are not 
paid to the trustee by the applicant. 
Furthermore, the companies solely 
select the trustees, who of themselves 
have no discretion to invest funds or 
make payments out of the trust. In most 
states the term remuneration includes 
every form of compensation for em- 
ployment paid by an employer to his 
employee whether such payment be 
made directly or indirectly by the. em- 
ployer. There can be little doubt that 
payments from the trust funds would 
at least represent indirect payments 
from the employers. 


Payroll taxes °* 


Connecticut approves integration 


The first state to approve the inte- 
gration of unemployment insurance 
and supplemental benefits under the 
Ford and General Motors plans was 
Connecticut. In an Attorney General's 
opinion, rendered on July 5th, it was 
held that there was no conflict between 
the two kinds of benefits. The reason- 
ing followed was that unemployment 
compensation benefits are designed as 
a cushion against the evil effects ot 
unemployment. State statutes are so 
designed that a person is not to receive 
state benefits when his employer has 
otherwise provided “adequately.” The 
Attorney General goes on to find the 
motor company benefits are being 
made because the state benefits do not 
satisfy a particular standard, i.e., that 
the worker should receive 60% or 65% 
of take-home pay while unemployed. 
Thus the conclusion is reached that the 
motor company payments are neither 
a substitute for nor a duplication of the 
unemployment compensation _ benefit 
but rather a supplement thereto. It is 
quite apparent that the Attorney Gen- 
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eral has become involved in a question 
of degree. Would integration still be 
permissible in Connecticut if the com- 
pany payments became 100% of take- 
home pay just so long as they were 
designated as being neither a substi- 
tute nor a duplication of the unem- 
ployment benefit. The Connecticut 
Attorney General, in his opinion, does 
not refer to the apparent contradiction 
that exists in granting integration. In 
order to qualify for state unemployment 
benefits a laid-off worker must indi- 
cate his willingness to accept any suit- 
able employment and his availability 
for such employment. 


Essential conflict of motives 


Aside from the fact that integration 
of the two kinds of benefits will reduce 
the unemployed worker’s incentive to 
look for another job, it is reported that 
a Ford vice-president told a Senate 
subcommittee on June 23rd of this year 
that in adopting this plan, Ford 
intended to take care of its employees 
so that when they were not employed 
they would not have to go around look- 
ing for other jobs. In other words, it is 
intended to keep their labor force in- 
tact. How, then, can this position be 


reconciled with the availability for 
work clause contained in each state 
statute? 


In the Ford contract at least there 
are certain conditions as to the effec- 
tiveness and continuation of the Plan. 
They are as follows: 

1. The company must receive a satis- 
factory ruling from the Commissioner 
of Internal Revenue, holding that con- 
tributions to the trust funds are cur- 
rently deductible expenses under the 
Internal Revenue Code of 1954. 

2. The company must receive a 
favorable ruling from the U. S. Depart- 
ment of Labor, holding that no part of 
such contribution to the trust funds 
shall ‘be included in the regular rate 
of pay of any employee. 

3. The company must secure rulings 
from the home states of two-thirds of 
its employees, which rulings must pro- 
vide that simultaneous payment of sup- 
plemental benefits shall not reduce or 
eliminate state unemployment benefits. 

Unless all of these rulings are re- 
ceived prior to June 1, 1957 the Plan 
for supplemental benefits will be with- 
out effect. Certainly the states and the 
companies as well are faced with many 
peculiar problems. For _ instance, 
should | state 


unemployment _ benefits 
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take on such important significance in 
the labor relations field? Since a worker 
must show that he is getting state bene- 
fits to qualify for supplemental bene- 
fits, what rights has a worker disquali- 
fied by the state? What effect does tem- 
porary employment have on the sup- 


plemental benefit? Will employees be 
reluctant to sacrifice employer seniority 
and thus become chained to one job. 
Truly, the next few months will bring 
many interesting developments. We 
will try to keep all of our readers 
posted promptly through this column. * 


Major changes just made in unemployment 


insurance laws: present laws summarized 


G INcE THE First of the year there 
— 

have been many demands made on 
state legislatures to liberalize unem- 
ployment insurance laws, both as to the 


amount and duration of benefits. In 
general, the state legislatures have 
heeded these demands; the last six 
months have seen unusual legislative 
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With all but 
a few of the state legislatures having 
adjourned, we find the changes many 
and varied. Of special significance is the 
fact that Illinois adopted the variable 
maximum formula which was enacted 


activities in this area. 


in Michigan last year and previously 


FOOTNOTES 


described here (JTAX March 1955 and 
July 1954). 

We are indebted to Casey J. Varisco 
of the tax staff of McKesson & Robbins, 
Incorporated for the chart herewith 
outlining the major changes enacted 
through July 15th. 


Includes changes adopted through July 15, 1955, effective at various dates. 


Footnotes to Column 1 


Maximum dependency benefits decreased from $35 to $25 weekly. 


Dependency benefits provision repealed. 


Provides for a variable maximum—claimant with 4 or more children may get $40 weekly. 
Revised variable maximum formula providing top benefit of $54—formerly $42 weekly. 


Increased dependency allowance from $3 to $5 


When fund is depleted, maximum weekly benefit will be $29. 
Increased maximum weekly benefits to $35 for claimant with 3 or more dependents. 
® Increased maximum weekly benefits to $39 for claimant with 2 or more dependents—dependency 


allowance, now charged to employer’s account, 


’ After 7/1/56 the maximum weekly benefit will be 1/2 the average weekly wage of all insured workers. 


Footnotes to Column 5 


New rate schedule providing for rates ranging from 0.1%-3.0%. 
2 new rate schedules providing for low rates of 0.3% and 0.5%. 
New schedule of rates ranging from 0.25% to 3.25%. 


New rate schedule with a low rate of zero. 
Added 4 new rates to rate schedule. 
New rate schedule with low of 0.5%. 


Changes subsidiary contribution schedule to rates ranging from 0.1% to 1.0%. 


2 new schedules with a low of 0.1%. 


New schedule with rates ranging from 0.3% to 3.0%. 


4 new classes on which rates are assigned. 


Footnotes to Column 7 


Began employee deduction at rate of 0.5%; strengthened the disqualification for voluntary quits, 


misconduct and refusal of suitable work; added suspension of benefits for misconduct and woman 


to marry or change residence. 


, 


s leaving 


Allows successor employer to include predecessor wages for purposes of $3,000 taxable wage 


limitation. 


Allows claimant to earn up to $5 without loss of benefits; reduced the disqualification period for 
voluntary quit, misconduct and refusal of suitable work from ten to eight weeks. 
Base period earning requirement raised from $300 to $600; disqualification period for refusal of 


suitable 


benefits. 


work increased to 10 weeks; new 52 week disqualification for conviction for fraud in obtaining 


Waiting period reduced from 2 weeks to 1; unemployment benefits reduced by Federal Old Age 


Benefits 


Repealed the disqualification for receipt of Federal Old Age Benefits; provides for 4 year experience 


for reduced rate qualification—was 3 years. 


Requires receipt of wages in at least 2 quarters of claimant’s base period to qualify for benefits. 
Cancelled war risk contribution rates; liberalized disqualification for voluntary quit to accept a 


bette 


r jOD. 
Provide $10 penalty for failure to timely return wage and separation report. 


Allows successor employer to include predecessor wages for purposes of $3,000 taxable wage limita- 


Increases qualifying wages during base period from $400 to $550; tightened voluntary quit, mis- 


conduct and refusal of suitable work disqualification. 


Bars reduced rates after 1955 unless fund exceeds $75,000,000. 


Qualifying wages increased from $200 to $400. 


Allows voluntary contributions; increased disqualification om for voluntary quits, misconduct and 


refusal of suitable work; provides for a monthly statement o 


charges to employers. 


* Reduced waiting period from 2 weeks to 1; amount which can be earned without loss of benefits 
increased from $7 to $15; added without good cause attributable to employment clause to voluntary 


quit disqualification. 


Repealed provision disqualifying women whose employment is discontinued because of marriage. 
Provides for payment of partial benefits after receipt of $5 in wages—was $3; allows successor 
employer to Re B predecessor wages for purposes of $3,600 taxable wage limitation. 
After 1956, employers of 2 or more will be covered. 
® Went from variable maximum duration of benefits to a uniform duration of 30 weeks; qualifying 
base period wages increased from $300 to $320; loosened pregnancy disqualification and tightened 
voluntary quit disqualification; established rates for a calendar year—previously for each quarter. 
» Labor dispute disqualification reduced from eight to six weeks. 
Increased misconduct disqualification from eighteen to twenty-two weeks. 
Provides for reduction in total benefits in addition to disqualification for refusal of suitable work, 


voluntary quit and misconduct. 


‘2 Voluntary quit disqualification increased to nine weeks; provides for reduction in total benefits in 
addition to disqualification for voluntary quit and misconduct. - s ; 
Eliminated one week waiting period; amended the earning requirement for benefit qualification; 


toughened labor dispute disqualification. 


Provides for reduction in total benefits in addition to disqualification for voluntary quit, misconduct 


and refusal of suitable work. 


Qualifying wage requirement increased from $600 to $800; change in pregnancy disqualification. 
Claimant can earn up to 2/2 weekly benefit amount without loss of benefits—limit was $5 


Commission recommends 
changes in unemployment pay 


IN THE CouRSE of the study made by the 
Commission of Inter-Governmental Re- 
lations, there was set up a study com- 
mittee on unemployment compensation 
and employment services. 

We have just seen their report which 
was submitted to President Eisenhower 
on June 20th. This subcommittee was 


composed of five members representing 
employers, two representing labor, two 
representing government and two uni- 
versity professors. The majority recom- 
mendations of this subcommittee are as 
follows: 

1. Elimination of the present 100% 
federal grant to cover state administra- 
tive costs and enactment of a 99% offset 
plan, which, in essence, would permit 
the states to collect 99% of the employer 
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tax instead of 90%, and to appropriate 
funds needed for administration. 

2. Responsibility for unemployment 
insurance benefits under the existing 
framework of federal-state relationships 
should continue to rest with the states. 

3. There should be no change in the 
federal “additional credit” standards for 
the purpose of permitting the states to 
reduce employer’s unemployment taxes 
on any basis other than individual ex- 


A 


perience with unemployment. -* 


Payroll taxes °* 


Payroll deductions for 
delinquent taxes 


Tue IRS has issued instructions cover- 
ing procedure to be used when agree- 
ments are made with delinquent tax- 
payers to have the amount of taxes 
owed deducted in regular specified 
amounts from their wages. A new form, 
2159, has been designed to effect such 
agreements. * 


Auto repairman for an auto sales 
agency considered employee. An indi- 
vidual performing automobile repair 
services in a repair department of an 
auto sales agency on a full time basis, 
without any investment in the depart- 
ment is held to be an employee for 
federal employment tax purposes even 
though he is paid on a percentage basis. 
Rev. Rul. 55-370. 
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State & local 1 taxation 


BY JOSEPH s. MARTEL 





Lack of uniformity in state and local 


sales taxation plagues merchants 


ROM TWO WIDELY divergent sources 

comes stinging criticism of the lack 
of uniformity in our varieties of state 
taxation. One, a state tax official, con- 
demns as a result of his experience the 
chaotic situation confronting taxpayers 
and merchants in trying to live under 
conflicting laws. The other, a scholarly 
approach which makes the point by an 
overwhelming weight of evidence drawn 
from court decisions, is the North- 
western University Law Review (Vol. 
29, p. 669). 

Fred L. Cox, director, foreign cor- 
poration income taxes, Department of 
Revenue, State of Georgia, has this to 
say: 

“The formulas presently employed 
by the various states for the apportion- 
ment of multistate income, generally 
speaking, were enacted by state legis- 
latures for revenue purposes only, and 
without any thought to uniformity with 
the laws of other states. Factors of 
formulas and the component parts 
thereof, have been weighted to meet 
the local interests peculiar to the state 
and with no interstate cooperation in 
view. This has resulted in many in- 
equities, some of gross proportions. In 
the enactment of apportionment laws, 
too much regard has been given to the 
need for revenue and not enough to 
the welfare of the taxpayer, too much 
tc circumventing court decisions by 
legislative gymnastics and not enough 
to the crystal clear intent of the Con- 
stitution. 

“In this connection, it might be ob- 
served that tax administrators are not 
without blame. They have pursued the 
safer policy of confining their efforts at 
reform to that of administration rather 
than commit political suicide in the 
advocacy of statutory reforms. Such a 
policy is not only shortsighted, but de- 


nies to legislators a most valuable 
source of information, and to the people 
the fruits of experience. Fear is a foe 
and not an agency for the healing of 
our economic ills. 


Saving of money possible 

“Even opponents of uniformity admit 
to potential savings by its use. The 
opponents are chiefly tax administrators 
whose arguments betray their selfish 
interests. The formulas they now em- 
ploy are weighted in their favor and 
they do not want to surrender income 
for taxation which would be, by rules 
of right and equity, apportioned else- 
where. It is economically wrong, to say 
nothing of the lack of legislative in- 
tegrity, for a formula to be purposefully 
designed to reflect more income to a 
state for taxation than is reasonably 
attributable to sources, property and 
business activities within the state. 

“While the formula method of ap- 
portionment is not an exact science and 
we have to be content with something 
less than perfect, there is no economic 
reason for states accepting less than its 
nearest known approach. 

“Much more could be added to the 
faults of the present system and the 
failures to correct them at the admin- 
istrative level, or by means of interstate 
cooperation. We must not overlook a 
branch of our federalism, with both the 
power and opportunity to chart a course 
of certainty for states to follow, but in- 
stead, by its decisions and dissents, has 
contributed much to our having re- 
mained so long in a state of uncer- 
tainty and confusion. 


Supreme Court’s failure 


“The Supreme Court of the United 
States has never sufficiently defined, to 
satisfy both taxpayers and tax admin- 


istrators, what is exclusively interstate 
commerce for the purpose of immunity 
from state income taxation. 

“While the court in recent years has 
shifted from one principle to another, 
and determined nothing permanently, 
the cost of the confusion has pyramided. 
The taxpayer has continued to bear an 
unnecessary expense of millions of 
dollars, the total extent of which is 
mathematically impossible to deter- 
mine, in compliance with and admin- 
istration of the various state laws which 
a more sensible approach would have 
prohibited. The unnecessary expendi- 
ture of large sums of money which 
could be channelled, by same legislation 
and administration; into constructive 
uses, is an economic sin. 

“But how are we to prevent this need- 
less waste of time, effort and money? 

“While I am not an advocate of a 
centralized federal government and do 
not here suggest approval of such, I 
am of the opinion that an approach to 
a solution should be made jointly by 
Congress and the states. Unless the 
states join Congress in an approach to 
a solution of the problem, there re- 
mains only the most objectionable al- 
ternative, independent congressional 
action, for which there is some author- 
ity and plenty of precedent.” 


Miller & Railway Express cases 


The Northwestern University Law 
Review cites Miller Brothers Co. v. 
Maryland (347 U.S. 340 (1954)) and 
Railway Express Agency v. Virginia 
(347 U.S. 359 (1954)) as examples of 
the difficulties arising from lack of uni- 
formity. It refers to them as “further 
variations in the seemingly endless 
problems raised by the efforts of the 
several states to tax commerce as it 
moves among them.”* 

Both of these decisions involved 
some of the troublesome questions 
which keep this area of the law in a 
somewhat confused state. The Court’s 
interpretation of the taxing statute in- 
volved in the Railway Express litigation 
permitted it to dispose of that case 
without going beyond established 
precedent in the field of constitutional 
law. Miller, on the other hand, required 
the Court to make new determinations 
in that area. For that reason, the latter 


° The original publication in the Northwestern 
University Law Review (Vol. 49, page 669) is 


replete with footnotes which will be of interest 
to readers researching this question. They are 
omitted here as not being essential to compre- 
hension of the main points. Ed 
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decision appears to warrant a more de- 
tailed treatment. 

The subject of the dispute in the 
Miller case was the collection provision 
of Maryland’s general use tax. 


Nature of use tax 

The use tax, as its name implies, is 
levied upon the use, storage or consump- 
tion of tangible personal property in the 
state. Its main function is to 
eliminate avoidance of the sales tax, 
though it also protects the markets of 
local merchants. 

The right to impose a general use tax 
is no longer debatable. However, the 
question of who can be required to col- 
lect the tax cont.nues to be a source of 
litigation. The states, since they rely 
primarily on vendors to collect and re- 
mit the use tax, have frequently at- 
tempted to impose this collection duty 
upon interstate sellers. Some of these 
merchants, however, have objected, 
contending that the states’ demands 
violate both the Commerce Clause and 
the Due Process Clause of the Four- 
teenth Amendment. 


taxing 


Very limited criteria 

Cases resulting from these disputes 
have produced certain limited criteria. 
The Supreme Court first determined 
that a company which employed agents 
to solicit state, and 
maintained offices for them there, could 
validly be required to collect the state’s 
use tax. Later, solicitation alone was 
held to be a sufficient contact with the 
state. In addition, the maintenance of 


orders within a 


retail stores within a jurisdiction was 
held to be an adequate constitutional 
basis for requiring collection of the use 
tax on mail-order business. At this point 
in the development of the law in this 
area, the Miller case brought before the 
Supreme Court for evaluation a differ- 
ent, and probably less significant type 
of local activity—delivering within the 
taxing jurisdiction. 

The Miller Brothers Company is a 
Delaware corporation whose Wilming- 
ton, Delaware, furniture store is its only 
place of business. The corporation has 
not qualified to do business in Mary- 
land. Although some of its advertising 
material reaches Maryland residents, 
the company has no offices, warehouses, 
salesmen or other employees in that 
State. However, residents of nearby 
Maryland come to the Delaware store 
to make purchases. If these out-of-state 
buyers do not personally carry away 


their purchases, the articles are de- 
livered to them in Maryland either by 
common carrier or Miller Brother’s own 
truck. 

Maryland taxes “the use, storage or 
consumption” in the State of articles 
which have not been subjected to the 
Maryland sales tax or a sales or use 
tax in another state. Collection of the 
use tax is required of “(e)very vendor 
engaging in business in [Maryland].” 
By the terms of the taxing statute, 
delivering goods within the State, inter 
alia, constitutes “engaging in business.” 
Since Miller Brothers’ sales to Mary- 
land residents were not subjected to 
a sales tax in Delaware, Maryland 
sought to make the company a collector 
of its use tax, which was admittedly 
due from the Maryland users. The 
company, however, refused to comply 
with the state’s demands. In order to 
satisfy an alleged deficiency in these 
use taxes, the state seized Miller 
Brothers’ truck while it was within 
Maryland making deliveries. In the 
litigation which followed, Maryland’s 
high court sustained the state’s action 
and overruled the company’s claim 
that Maryland’s demands violated the 
Commerce and Due Process Clauses. 
The Supreme Court, in a close decision, 
reversed this holding of the Maryland 
Court of Appeals. The Court’s opinion 
did not reach the Commerce Clause 
question, since the case was disposed 
of on due process grounds. 

In the field of taxation, the exaction 
by a state of a tax which relates to sub- 
ject matter beyond its jurisdiction is 
considered to be a taxing of property 
without due process of law, and hence 
a violation of the Fourteenth Amend- 
ment. In determining whether prop- 
erty has thus been taken without due 
process of law, “the sole constitutional 
Get ...& . whether the taxing 
power exerted by the state bears fiscal 
relation to protection, opportunities and 
benefit given by the state.” Similarly, 
when a corporation conducts activities 
within a state and thereby enjoys the 
benefit and protection of the laws of 
that state, its activities may also give 
rise to other obligations, such as tax 
collection. 


Sharp difference in Court 


Thus, the question before the Court 
in Miller was whether the store’s de- 
liveries, advertising and periodic mail- 
ings, separately or in the aggregate, es- 
tablished sufficient contact with Mary- 


State and local taxation * 185 


land to sustain that state’s power to 
make the company a use tax collector. 
To this question, the late Justice Jack- 
son, speaking for the majority, an- 
swered: 


“We are unable to find in any of our 
cases a precedent for sustaining the 
liability asserted by Maryland here. . . . 
(T)he burden of collecting or paying 
[the use tax] cannot be shifted to a 
foreign merchant in the absence of 
some jurisdictional basis not presept 
here.” 


The dissenters took issue with this 
conclusion, with Justice Douglas thus 
resolving the question: 

“This is not a case of minimal con- 
tact between a vendor and the collect- 
ing state. . . . Rather there has been 
a course of conduct in which appellant 
has regularly injected advertising into 
media reaching Maryland consumers 
and regularly effected deliveries within 
Maryland by its own delivery trucks or 
by common carriers. . . . As long as 
appellant chooses to do some business 
there, I see nothing in the Due Process 
Clause which would prevent Maryland 
from making it a collector.” 


As indicated by the majority opinion, 
previous use tax cases shed little light 
upon the due process effect of making 
deliveries since none went beyond the 
local activity of solicitation. However, 
several statements regarding delivery 
can be found in earlier sales and license 
tax decisions. For instance, in McGold- 
rick v. Berwind-White Coal Mining Co., 
the Court upheld an application of the 
New York City sales tax because it was 
“conditioned upon a local activity, de- 
livery of goods within the state . 
an activity which . . . is subject to the 
state taxing power.” 

In dealing with the Indiana gross 
receipts tax in International Harvester 
Co. v. Department of Treasury, the 
Court said: 

“The fact that the sales . . . are made 
by an out-of-state seller and that the 
contracts were made outside the state 
is not controlling. . . . Delivery of the 
goods in Indiana is an adequate taxable 
event.” 

And, as recently as_1946, in Nippert v. 
Richmond, the Court pointed out: 

“We put aside any suggestion that 
‘solicitation’ may not be ‘doing 
business,’ just as is the making of a 
delivery, at any rate for the purpose of 
focusing a tax which in other respects 
would be substantiated. 
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It should be noted, however, that in 
none of these cases was the fact situa- 
tion the same as that found in Miller. 
Facts normally given considerable 
weight by the Court—solicitation, the 
establishment of an office, passage of 
title—had occurred within the taxing 
jurisdictions and, although not specifi- 
cally relied upon by the Court, probably 
influenced its decision. In addition, 
sales tax holdings may not be properly 
applicable to use tax situations. For, 
although sales and use taxes may fre- 
quently bring about the same result, 
they are “different in conception, are 
assessments upon different transactions, 
and... may have to justify themselves 
on different constitutional grounds.” 


Court could have held other way 


Thus, to attempt to use the above 
quotations as precedent applicable to 
Miller would be to rely on “general 
phrases in opinions torn from the sig- 
nificance of circumstances.” 
However, the statements are useful in 
indicating that the Court, in conso- 
nance with its earlier expressions, quite 
properly might have turned its de- 
cision in Maryland’s favor. That course, 
it is submitted, would have been the 
better one for the Court to follow. 
Since vendor collection is the only 
economically feasible means of enforc- 
ing the use tax, Miller Brothers’ sales 
to Maryland residents (and the dealings 
of many other just-across-the-border 
merchants elsewhere) will now be, prac- 
tically speaking, tax exempt. This un- 
fortunate loss of revenue, due but un- 
collectible, comes at a time when the 
majority of states, faced with serious 
fiscal problems, have turned to the sales 
tax and its complement, the use tax, “to 
raise the revenues they need to edu- 
cate, protect and serve their growing 
number of citizens.” 


concrete 


The Railway Express case 

On the same day that the Court an- 
nounced the Miller decision, it handed 
down an opinion in Railway Express 
Agency v. Virginia. Again, state taxing 
problems were involved and, again 
the Justices grouped themselves exactly 
as they had in Miller Brothers. Since 
the two decisions turned on different 
ground (Miller being decided on a due 
process basis while the Railway Ex- 
press decision involved the Commerce 
Clause), this retention of the same 
alignment is especially significant. 

The Railway Express Agency con- 
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ducted no intrastate business in Vir- 
ginia, all of its activities in that state 
were incident to the company’s inter- 
state operations. Virginia sought to 
collect from the company an “annual 
license tax” exacted “for the privilege 
of doing business in this State” and 
measured by the gross receipts from 
“business passing through, into or out 
of this State.” Because of the exclusively 
interstate nature of its business, the 
express agency claimed that the state 
was charging it for the privilege of 
doing interstate commerce and was 
thereby violating the Commerce Clause. 
To this objection, Virginia’s Corporation 
Commission, and later its highest court, 
answered that the exaction was actually 
a tax levied on the value of Railway 
Express’ intangible property (i-e., its 
good will and going concern status) 
and thus Constitutionally permissible. 


A levy on interstate business 


A majority of the Supreme Court, 
however, rejected this determination 
and concluded that the tax was clearly 
a levy on the privilege of doing inter- 
state business and thus a burden on 
interstate commerce. Justice Jackson, 
again speaking for the majority, called 
attention to the disparity between the 
legislative and judicial labeling of the 
tax and then noted: 

“If the tax was in purpose and effect 
one on property, tangible or intangible, 
no reason is apparent for casting it in 
the mold of a privilege tax. . .. We can 
only regard this tax as being in fact 
and effect just what the legislature said 
it was—a privilege tax, and one that 
cannot be applied to exclusively inter- 
state business.” 

Justice Clark, writing for the dissen- 
ters, argued that the state court’s inter- 
pretation of the tax should be accepted 
and the tax thus validated as one laid 
on property. The dissent stated: 

“The name given the tax by the Vir- 
ginia court meshes with the state’s 
taxing scheme. . . . The holding of the 
state court is perfectly consistent with 
its earlier expressions on the subject.” 

It is interesting to note, however, 
that even if the majority had accepted 
the Virginia’s court’s explanation, the 
tax probably would not have been 
saved. For the majority indicated that 
even if the levy were one on intangible 
property it still might be invalid since 
“in a practical world of commerce, 
where values depend on profitableness 
of a business, not merely its volume,” 


gross receipts are not “a sound measure 
of going concern value.” However, by 
clearly labeling the challenged tax as 
one levied on the privilege of doing 
business in the state, the Virginia 
Legislature handed the majority a 
ready-made basis on which to reject the 
tax without going beyond well-estab- 
lished precedent. 

Certain language in the Railway Ex- 
press opinion also raises interesting 
questions of a somewhat broader na- 
ture. For example, Justice Jackson thus 
characterized the Virginia tax: 

Here the state excises every re- 
ceipt from movement of express in inter- 
state commerce. . . . It contends that 
this obvious burden on interstate com- 
merce is validated by state protection 
of a localized incident in the course of 
business. The three incidents are . . 
local pickup of parcels . . . delivery, 
and movement through the State. . . . 
Local incidents such as gathering up 
and putting down interstate commerce 

. are not adequate grounds for a 
state license, privilege or occupation 
tax. (Emphasis supplied. ) 


Uniform Act not likely 


It has been suggested that the indi- 
vidual states adopt a Uniform Sales 
Tax Act, the crux of which would be to 
reserve the taxing of interstate sales 
for the state of the buyer. However, 
the attainment of uniformity through 
interstate cooperation appears to be a 
somewhat impractical remedy. Achiev- 
ing unanimity in such a controversial 
field would undoubtedly be a time- 
consuming process with, at best, a 
doubtful chance of success in eliminat- 
ing the difficulty. 

Other commentators have urged that 
Congress step into the field and specify 
the types of taxes which the states may 
levy upon interstate commerce. Under 
this plan, extensive hearings and care- 
ful committee work would make pos- 
sible reasonable compromises of con- 
flicting interests. Also errors could be 
easily corrected and coverage expanded 
as experience dictated. Moreover, 
should Congress find the problem too 
complex for detailed statutory treat- 
ment, an administrative agency might 
be established to handle the situation 
under general rules established by the 
Congress. On the basis of these ob- 
vious advantages, action by the Con- 
gress, it is submitted, would be the 
most effective means of dealing with 
the problem. * 
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IRS is working on projects to help 


taxpayers determine their tax liability 


MONG THE CONTINUING efforts of the 

Internal Revenue Service to supply 
assistance to taxpayers, four projects 
are currently receiving concentrated 
attention. These are: 

Income tax forms for 1955—As a pre- 
liminary step in the development of the 
major income tax forms for 1955, the 
IRS has requested, and is receiving, the 
views and suggestions of various busi- 
ness and professional organizations. 
Numerous suggestions also have been 
received from other sources, both public 
and within the Service. All -f these 
suggestions are being fully considered, 
and basic plans are being made as to 
the technical content of the forms and 
instructions. 

The gift tax return, Form 709, is in 
the process of revision to conform with 
the 1954 Code provisions. 

Farmers’ tax guide—For some time 
the IRS has realized the need for a 
booklet written in simple language, 
dealing specifically with the problems 
of the farmer-taxpayer in the areas of 
income taxation. This need has increased 
now that farmers are covered under 
social security and must pay a self- 
employment tax. Since May 2, four 
revenue agents from widely scattered 
farming areas have been assisting the 
Special Technical Services Division, 
Technical Projects Branch, in the writ- 
ing of the initial draft of such a book- 
let. The Branch has also been consult- 
ing regularly with employees of the 
Agricultural Extension Service, Depart- 
ment of Agriculture, in order to assure 
that answers to the major farmer prob- 
lems will be included in the booklet. 
The booklet, expected to be released 
some time this fall, is intended to serve 
the farmer-taxpayer in the same manner 
as “Your Federal Income Tax” serves 
the nonfarmer-taxpayer. 


The Technical Projects Branch has 
started preliminary work on the 1955 
edition of “Your Federal Income Tax.” 
Consideration is being given to sug- 
gested revisions from various sources. 
Recent Revenue Rulings and court de- 
cisions are being studied to determine 
whether the principles contained in 
such rulings and decisions should be 
incorporated in the 1955 edition. 

Income Tax Course of Instructions 
for High Schools—The Technical Proj- 
ects Branch has also commenced work 
on the 1955 edition of the Income Tax 
Course of Instructions for High Schools. 
Changes in technical policy occurring 
during the past year are being studied 
for inclusion in this edition. In addition, 
suggested changes in format, content, 
and scope are being considered. Work 
on this edition has been started early 
in order that it may be furnished to the 
schools early in the fall. This will enable 
the schools to give the course to students 
during both the first and second semes- 
ters. The 1954 edition was used by ap- 
proximately 25,000 high schools 
throughout the country and by some 
17,000 other schools and organizations 
in this country and abroad. 


When in doubt, 
file a return 


Tue Rosenzweig case, (3 JTAX 51), 
mentions briefly a problem frequently 
arising in practice. Unfortunately this 
was only one of several issues in the 
case and was not extensively discussed. 
In this case, the taxpayer, a corpora- 
tion, was subject to excess profits tax 
because salary deduction claimed was 
found unreasonable, and penalty was 
assessed for failure to file a return. The 
Tax Court, however, found that the 
corporation officers reasonably relied 
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in good faith on the advice of their 
CPA. At the time the return was filed, 
it was debatable whether the taxpayer 
fell into the income bracket of those re- 
quired to file the returns. It has always 
seemed to us that the only safe way to 
handle this problem is to file the return, 
not only to avoid penalty for failure to 
file but also to start the statute of limi- 
tations running. 

Two well-known traps of this kind 
have been removed by the 1954 Code. 
Both the excess profits tax computation 
and the personal holding company tax 
computation have been transferred 
from separate returns to schedules of 
the ordinary corporate return. Failure 
to file schedules is far less serious than 
failure to file a return. wv 


IRS starts new series of 
delegation orders 


THE INTERNAL REVENUE SERVICE has 
established a new series of internal man- 
agement documents entitled “Commis- 
sioner Delegation Orders.” The purpose 
of this new series is to give effect to 
delegations of authority made by the 
Commissioner to officers and employees 
of the Revenue Service. 

This new series of orders will super- 
sede the Reorganization Orders pre- 
viously issued, some of which were pub- 
lished in the Bulletin. See C.B. 1953-2, 
beginning on page 500, and C.B. 1954- 
2, 734. However, those Reorganization 
Orders which are active on the effective 
date (March 30, 1955) of the establish- 
ment of this new series of orders will 
remain in full force and effect until here- 
after amended or revoked. * 


IRS issues list of groups 
eligible under Sec. 170(c) 


Tue IRS has released a list of organiza- 
tions contributions to which are deduct- 
ible under Section 170(c) of the 1954 
Code. The 400 page book includes those 
qualifying to October 31, 1954. Subse- 
quent additions to the list, or removals, 
will be made periodically in the Inter- 
nal Revenue Bulletin. Under the 1954 
Code, contributions to these organiza- 
tions by corporations as well as by in- 
dividuals are deductible. * 


Three new procedures 


established by IRS 


THREE new procedures recently estab- 
lished by the IRS are now in operation, 








188 * The Journal of Taxation °* 


and should be of interest to tax prac- 
titioners. They cover unemployment 
taxes, sick pay, and pre-refund audits. 
Details are as follows: 

Form 2156, Information to Support 
Sick Pay Exclusion—A uniform ques- 
tionnaire, Form 2156, dealing with the 
exclusion from gross income of amounts 
received under wage continuation plans 
provided for in Section 105(d) of the 
1954 Code has been issued and fur- 
nished district directors’ offices. The 
questionnaire, which includes a trans- 
mittal letter, is designed for nationwide 
use in requesting the basic information 
necessary to verify amounts excluded 
from gross income under wage continu- 
ation plans when questionable or in- 
complete information is shown on the 
return and related documents. 

Prerefund audits—A simplified pro- 
cedure has been prescribed covering the 
examination and disposition of both 
Form 1040 and 1040A returns selected 
for examination under the prerefund 
audit program. This procedure pro- 
vides for the use of a new combination 
one-page report and agreement form; 
two new 15-day letter forms, type A to 
be issued where the audit changes re- 
sult in a lesser refund than claimed by 
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the taxpayer, and type B where the 
changes result in the taxpayer owing 
additional tax; closing of cases on the 
basis of the adjustments proposed 
where the taxpayer does not respond 
to a type A 15-day letter; use of the 
Form 1202 preliminary (30-day) letter 
in unagreed cases involving a statutory 
deficiency; and showing both the statu- 
tory deficiency and overpayment per 
return as filed on waiver Forms 870. 
Processing and examining returns, 
Employers’ Tax Form 940—Uniform 
procedures were established whereby 
the verification of credit computations 
on Form 940, including “short” and 
“late” payments to State unemploy- 
ment funds, will be treated as a part 
of the mathematical verification per- 
formed in the Collection Divisions of 
the district directors’ offices. The in- 
structions, which combine both audit 
and collection functions, provide that 
any returns, Form 940, which involve 
credit determinations of such complex 
nature that they cannot be resolved 
readily by the Collection Division, or 
which present coverage or other issues 
of essentially an audit character, should 
be referred to the Audit Division for 
appropriate attention. % 





period in 1954): 


Collections 

cumulative, 11 months 
Returns filed 

11 months cumulative 
Refunds, 11 months 

cumulative 
Delinquent accounts 


Additional tax from 
enforcement efforts, 
11 months 





SUMMARY OF INTERNAL REVENUE ACTIVITY 
REPORTED 
COLLECTIONS AND ALLIED activity by the Internal Revenue Service were as 
follows (for month of May 1955 (latest figures available) and corresponding 


May 1955 May 1954 
$ 5,788 million $ 6,562 million 
$55,800 million $60,800 million 


$ 3,113 million 


collected, 11 months 1,337,000 
amount $572.3 
Delinquent accounts 
outstanding 1,586,000 
amount $1,653.3 million 


$1,383 


Number of returns examined in 11 months increased 21% over previous 
year: income, estate and gift, up 6.9%; excise and employment, up 137.4%. 


Investigations completed by special agents...................00. 3,063 
Ng Aa aes an es RE Ee 32,163 
I 555 OA heels « vies sided Syed <4 tees cee 264 


87.9 million 86.2 million 


$ 3,337 million 


$1,320 








New decisions 





Assumption by ex-husband of joint tax 
liability does not release wife. Tax- 
payer’s husband assumed full liability 
for the deficiency on a joint return in a 
property settlement agreement. The tax- 
payer however, was not absolved from 
liability; their agreement could in no 
way bind the government as creditor. 
Ballenger, TCM 1955-171. 


Determination of husband’s tax keeps 
wife’s year open; they are “related tax- 
payers.” In 1943 taxpayer-wife included 
certain dividends in her return. The 
Commissioner determined these were 
her husband’s income and refunded the 
tax to her. The husband contested the 
issue and in 1952 was upheld by the 
Court of Appeals. Within a year and 
119 days of that finding the Commis- 
sioner assessed the wife. That assess- 
ment is here held timely. This is a situa- 
tion covered by Section 3801 of the 
1939 Code, the spouses are related tax- 
payers and the finding of the Circuit 
Court of Appeals is the “determination” 
of the issue. The wife’s taxable year is 
open for a year after that determination. 
However, that year does not include the 
90 days after notice (during which the 
taxpayer may appeal to the Tax Court) 
and 60 further days for the Commis- 
sioner to make the assessment. Bishop, 
CA-2, 4/28/55. 


Deficiencies upheld as taxpayer failed 
to appear. Deficiencies were sustained 
because taxpayers failed to prosecute. 
Treadway, TCM, 1955-95. 


Appeal court has no jurisdiction to re- 
view Tax Court “order.” The circuit 
court has power to review “decisions” 
of the Tax Court. This, it says, means 
either a finding of a deficiency or a dis- 
missal. Here the government wished the 
circuit court to review a Tax Court or- 
der that the government could not bring 
standard issues into its answer to tax- 
payer's claim based on Sections 721 
and 722, pointing out that other cir- 
cuits have held the commissioner could 
introduce such issues. The First Circuit 
holds it has no power to review the Tax 
Court’s action; it was not a decision. 


Smith Paper, CA-1, 5/2/55. 


Summons valid; it was addressed to 
resident individual, not non-resident 
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corporation. A Special Agent’s. summons 
directed the president of a corporation 
(taxpayer) to appear before the Special 
Agent to give testimony as to the liabil- 
ity of the corporation and bring cer- 
tain records of the corporation. The 
corporation contended that the sum- 
mons was directed to it, and that it was 
not amenable to service, being a non- 
resident alien corporation. The lower 
court held that the summons was di- 
rected to the president individually, and 
that he was required to answer. The 
Circuit Court affirms. International 
Commodities Corp., CA-2, 6/22/55. 


Commissioner's regulation requiring 
Lifo involuntary liquidation election in 
6 months upheld. When taxpayer filed 
its 1946 return it failed to elect to treat 
as an involuntary liquidation sale of 
flour in that year. The flour was replaced 
in 1947 at a higher cost prior to the fil- 
ing of the 1946 return; taxpayer's tax 
advisor was apparently unaware of the 
right to elect to recompute income for 
1946 using the 1947 cost of purchased 
flour as cost of flour sold in 1946. Tax- 
payer argued that the 1950 revision of 
the law, giving the commissioner the 
right to establish a time for filing these 
elections by Regulation, was intended 
to give relief in cases like its. However 
the Commissioner actually issued a reg- 
ulation requiring election within six 
months of filing the return (rather than 
with the return as the Code originally 
provided). Since the six-month period 
after filing of the 1946 return had long 
since passed, taxpayer’s attempt to elect 
was rejected. The court finds the regula- 
tion valid. The cases holding negligence 
penalities unwarranted when taxpayer 
relied on competent counsel are irrele- 
vant since no penalty is involved here. 
There was one dissent on the ground 
that the Regulation in effect nullified 
the retroactive provisions of the 1950 
law, and should be regarded as invalid. 
Huron Milling Co., Ct. Cls. 5/3/55. 


Interest due on deficiency, though less 
than overpayment applied to following 
year (not yet due). Taxpayer made an 
election on his 1951 return to have an 
overpayment credited to his 1952 esti- 
mated tax. After the due date of first in- 
stallment on the estimate, but prior to 
due date of the 1952 return, the tax- 
payer agreed to and paid a deficiency 
which was less than the overpayment. 
The Service rules that interest is assess- 
able on the deficiency. The election to 


have the overpayment apply to the esti- 
mate for the following year is binding. 
There is a deficiency in the prior year 
which is subject to interest. Rev. Rul. 
55-448. 


Any corporations disappearing in mer- 
ger have short year. Upon a statutory 
merger, only the merged corporation is 
entitled to the full $25,000 surtax ex- 
emption for the short period preceding 
merger. The previous ruling (2 JTAX 
288) which indicated that both corpora- 
tions involved could file a short period 
return is superseded. However, the short 
period is a “taxable year” and there is 
no provision in the Code for annualizing 
the exemption. Rev. Rul. 55-72. 


Allowance of refund doesn’t bar sub- 
sequent assessment. The Government 
first refunded the tax collected largely 
through withholdings, and then assessed 
a deficiency. This, the court holds, is 
proper, in the absence of a closing 
agreement, valid compromise, final ad- 
judication, or the running of the statute 
of limitations. Stierhout, 24 TC No. 54. 


Stipulation on waiver that taxpayer 
won't sue for refund not binding. De- 
cedent’s executrix signed a waiver of 
restrictions against assessment of estate 
tax (Form 890) specifically agreeing 
not to prosecute any claim for refund. 
Because the government expressly re- 
served its right to assert further defi- 
ciencies in the absence of a closing 
agreement, the waiver was held lacking 
in essential mutuality and the executrix 
was therefore not estopped from later 
filing a claim for refund. Hamil, DC 
Fla., 3/30/55. 


Wife, filing joint return, liable on hus- 
band’s admission of deficiency and 
penalties. Husband and wife having 
filed a joint return also jointly filed their 
petition to the Tax Court for redeter- 
mination of a proposed deficiency and 
fraud penalty. The husband alone ad- 
mitted liability for deficiency and pen- 
alty and signed a stipulation to that 
effect. The wife’s joint and several 
liability for the stipulated amount was 
held established by the pleadings and 
evidence. Dellit, 24 TC No. 49. 


Guardian must file returns until miss- 
ing person is found or declared dead. 
A legally-appointed guardian for a miss- 
ing taxpayer must file returns for all 
years during which the taxpayer con- 
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tinues in the status of a missing person. 
If the wife is appointed guardian, she 
may file a joint return for herself and 
the missing husband. Rev. Rul. 55-387. 


Liability of insurance beneficiary for 
estate tax extends to unpaid income 
tax. The government is here permitted 
to collect unpaid income taxes of the 
decedent from his widow as executrix 
of his estate. She paid the estate tax first 
and so had no funds in the estate te 
pay the income tax. The court points 
out that if she had paid the income tax 
first she would have been able to collect 
the amount of the estate tax from the 
life insurance beneficiary (incidentally 
she herself was the beneficiary). Failure 
to do this subjects her as executor to 
liability for breach of duty to the credi- 
tor, the government. There was one dis- 
sent on the ground that the executrix 
had no knowledge of the income tax 
liability; that there is a right of con- 
tribution under the Code for estate tax 
only, not for income tax; and that the 
tax law must be based on what did hap- 
pen not what might have happened. 
Gilmore, CA-5, 5/4/55. 


Commissioner's method of computing 
income held unfair; therefore no pre- 
sumption of correctness of assessment. 
Taxpayer, who operated a bar, and the 
Commissioner, were engaged in long- 
drawn out litigation over computation 
of bar receipts from 1942 to 1946. The 
Commissioner originally computed tax- 
payer's gross receipts by applying an 
estimated mark-up on purchases. The 
Tax Court found this method erroneous 
and held the receipts should be com- 
puted by multiplying drinks per bottle 
by selling price. Taxpayer submitted 
data (apparently from State Liquor 
Authority records) for 1945 and such a 
computation was made for 1945. In the 
absence of new data for other years the 
Tax Court sustained the Commissioner’s 
original determinations for other years. 
This court finds that procedure wrong. 
The taxpayer has met the burden of 
proof of showing the Commissioner’s 
determination is invalid. He is not re- 
quired to show the correct deficiency. 
The court remands the case because 
it appears that the Commissioner has 
the data to redetermine the tax in a 
correct way. Commissioner is not es- 
topped from reducing improper depre- 
ciation simply because no adjustment 
was required in prior years. Gasper, 
CA-6, 7/6/55. 
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TAX ASPECTS OF ESTATE PLANNING 


Estate & gift taxation 


OF INTEREST TO TAX PRACTIONERS 





What state court decisions are 


binding for federal taxes 


Wes MR. GALLAGHER DIED, (see the 

Gallagher case, 3 JTAX 123) he left 
his wife a nice income and an equally 
nice tax problem. He created a trust of 
which she was to get the income for life. 
Twelve of his thirteen children would 
get the property on her death or re- 
marriage. The next fact that appears 
on the record is that Mrs. Gallagher re- 
nounced all but 1/,3 of the income; the 
other !2/,, went therefore to the twelve 
children. It is easy to surmise that the 
family tax bill dropped substantially 
(deficiencies and interest assessed for 
1943 to 1948 against Mrs. Gallagher 
totalled about $500,000). 

The Third Circuit upheld this reallo- 
cation of the family income. It gave con- 
siderable thought to the effect of the 
Orphan’s Court decision approving the 
trust accounting. The following is 
quoted from the court’s decision: 


This is what court said 

The books are full of federal tax cases 
in which state court decisions have been 
refused controlling effect upon the 
ground that they were not res judicata 
in the federal tax case or because they 
were regarded as nonadversary or as in 
fact consent decrees or because they 
were obtained by collusion. But, . . 
there are at least three types of tax 
cases involved with respect to which 
the effect of state decisions may be 
quite different. 


State decisions not binding 

One group of federal tax cases re- 
fuses to give state decisions conclusive 
effect in situations where Congress has 
imposed a federal criterion with respect 
to the taxability of income or property 
or the allowability of claimed deduc- 
tions. For example, in ascertaining 
whether claims asserted against an 
estate “were contracted bona fide and 
for an adequate and full consideration 


in money or money’s worth” or where 
business expenses are sought to be de- 
ducted by a taxpayer as “ordinary and 
necessary” the Tax Court is not bound 
by a state court decision with respect 
to whether the federal test of deducti- 
bility has been met. Another example 
is that of cases where income is taxed 
because, although disposed of under 
state law, it remains under the tax- 
payer's “unfettered command.” In such 
case a state decision as to the legal rights 
of the parties is not controlling as to the 
incidence of the federal income tax. 
There seems, however, to be a tendency 
in many cases of this sort to ignore the 
basic fact that the state decision did not 
and as against the United States could 
not determine whether the criterion laid 
down by the Internal Revenue Code had 
been met. Frequently the courts in re- 
jecting the applicability of a state judg- 
ment have stressed its nonadversary or 
agreed character, thereby giving the un- 
warranted impression that if the judg- 
ment of the state court had resulted 
from a contested litigation it would have 
been conclusive on the federal question. 


U.S. not party to determination 

A second type of case is that in which 
the state decision does not involve a 
peculiar rule of federal tax law as in the 
type just discussed or a determination of 
the property rights of the parties as in 
the type about to be discussed but has 
merely made a determination of some 
other question of law or fact asserted 
to be involved in the federal tax case. 
If the United States was not a party to 
the state case it is perfectly clear that 
the decision in the state case cannot be 
res judicata against the United States 
or entitled to full faith and credit in the 
federal case, even though it may be en- 
titled to consideration as declaratory of 
the state law. Since such a state decision 
is not entitled to be given the effect of 


res judicata its application may properly | 
be rejected on that ground alone. 
Whether the state proceeding was ad- | 
versary or non-adversary or the judg- 
ment was obtained by consent or even 
by collusion is, on principle, quite im- 
material in such a case. 


State decisions binding 


} 
The third type of federal tax case in | 
which a state decision is sought to be 
given effect is that in which a sat | 
court has determined the rights of the | 
parties to income or other property in- 
volved in the tax litigation and the tax 
is imposed by the Internal Revenue 
Code solely upon the person entitled to 
the income or other property under the | 
state law, the federal law having im- | 
posed no qualification upon or criterion 
for the taxability thereof. In other words 
Congress has made the operation of the 
tax law in such a case wholly dependent 
upon state law. In a case of this sort the 
state judgment must be given conclu- 
sive effect in determining federal tax 
liability. Uterhart v. United States, 
1916, 240 U.S. 598; Freuler v. Helver- 
ing, 1934, 291 U.S. 35; Blair v. Com- 
missioner, 1937, 300 U.S. 5; Sharp v. 
Commissioner, 1938, 303 U.S. 624; 
Lyeth v. Hoey, 1938, 305 U.S. 188. 
This is because the right to the income 
or other property sought to be taxed is 
created solely by state law. Since by | 
hypothesis no federal qualification or 
criterion has been imposed and the tax 
is levied solely upon those in whom the } 
state law has vested the title, the ques- 
tion can only be one of state law. An 
adjudication of such a question of title 
by a court of the state must accordingly 
be given effect, not because it is res 
judicata against the United States, but 
because it is conclusive of the parties’ 
property rights which alone are to be 
taxed. So far as those parties are con- 


) 
cerned the law of the state is what the : 


ee 


state court has declared and applied in 

their case. If the state court’s judgment 

has binding final effect under the state 

law the rights of the parties can only 

be what the court has held them to be. | 
It is for this reason that the federal court 
should not in a case of this kind make 
an independent examination and appli- 
cation of state law. For if it reaches a 
different conclusion from the state court 
as to what the parties’ rights should be 
under the state law its decision will not 
change those rights which will neces- 
sarily remain what the state court has 
declared them to be. bs 
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Increasing use found for annuities in 


connection with gifts to charities 


¥ THESE DAys no fund raising com- 
mittee, seeking to boost the endow- 
ment of a charitable or educational 
institution, is complete without a tax 
expert. Some of them have worked out 
and handle on quite a mass-production 
basis investment-and-gift plans nicely 
correlated with the tax law. Generally 
the tax advantage depends on the 
following principles: 

|. No tax is due on a gift to charity 
of appreciated securities. About the 
only other way to avoid a tax on the 
appreciation is to hold the securities 
until death, perhaps, however, leaving 
too many eggs in one basket. 

2. A charitable deduction is allowed 
for a gift of the remainder interest in 
the securities, the donor retaining the 
income for his own, his wife’s or an- 
other’s, life. The donor might achieve 
much the same result by making an- 
gifts. Those of a _ long-lived 
family might get tax credit for a larger 
donation of remainder than the charity 
really gets—it will have to wait longer 
for its money than the annuity tables 
figure. 

3. If the donor buys an annuity from 
the charity, he gets a tax deduction for 
any amount paid in excess of the cost 
of a comparable commercial annuity. 
He recovers tax-free each year a por- 
tion of his cost (i.e., cost of a com- 
parable commercial annuity); that part 
recovered tax-free is the cost divided 
by his life expectancy. Here the only 
tax advantage over purchasing a com- 
mercial annuity would arise if appre- 
ciated securities are used. 


nual 


General description 

These views were well expressed by 
Frank L. Mallory speaking at an estate- 
planning conference sponsored by the 
Title Insurance and Trust Company 
recently in Los Angeles. He said: 

“One of the best ways to share one’s 
property with a charity is by use of the 
life income plans and annuity plans 
which are being very successfully used 
by a number of colleges and universi- 
ties. Under a typical annuity plan the 
donor transfers money or property to 
the college under an agreement whereby 
the college promises to pay the donor 
or the donor and wife and survivor of 


them an annuity in a fixed amount per 
annum for their life or their lives. A 
charitable deduction is available in the 
amount by which the value of the 
property transferred to the college ex- 
ceeds the amount which would be the 
cost of the same annuity purchased 
from an insurance company. The an- 
nuity payments when made to the 
annuitant or annuitants receive the 
usual income tax treatment for annui- 
ties. Under a typical life income plan 
the donor transfers money or property 
to the college under an agreement by 
which the college promises to pay him 
for life the income which will be pro- 
duced by the equivalent of the amount 
or value transferred, at the rate earned 
by the college on its general investment 
funds each year. For example, if the 
donor gives the college $10,000 in cash 
or property worth $10,000 pursuant to 
a life income contract he will receive 
$500 for the year 1954, if the net in- 
come yield on all of the college’s invest- 
ments for the previous fiscal year was 
5%. In fact, the yield on one such col- 
lege life income plan which is operating 
with marked success in this area was 
5.56% for its fiscal year ending in 1953 
and 5.52% for the year before that. Its 
28 year average has been 4.9%. The 
life income contract is treated for tax 
purposes in the same way as a life 
estate and remainder to charity. Ac- 
cordingly, the value of the remainder 
interest in the property is the amount 
of the charitable deduction and that 
value is determined actuarially as the 
present value of the right to receive 
the property deferred during the life- 
time of the donor. The income received 
by the donor under the life income con- 
tract is taxable in full to him as ordi- 
nary income. Because the life income 
contract is treated as being equivalent 
to the reservation of a life estate in 
property with remainder to charity, it 
has been ruled that there is no taxable 
gain realized by a donor who, when 
entering into the life income contract, 
transfers to a charity property which 
has appreciated in value in his hands. 
(Special Ruling dated December 4, 
1946.)”. 

One of the country’s largest theologi- 
cal seminaries is currently encouraging 
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the use of annuities in connection with 
gifts to it. While their correspondence 
and literature rather nicely emphasizes 
the spiritual considerations in support- 
ing an institution of this nature, they 
are also sufficiently realistic to make 
use of the advantages the tax laws give 
them to arrange gifts in such a way as 
to produce the maximum benefits to all 
concerned (except the government, and 
it makes the laws, so why weep over 
it?). ° 
This seminary offers four types of 
annuities in connection with gifts: 


An example of how it works 


1. The Standard Annuity, based on a 
single gift (minimum $500), with an- 
nuity payments to donor to begin im- 
mediately. Of special interest to people 
over 55. 

Example: Mr. and Mrs. A., aged 65 
and 63, invest in a joint annuity for 
$5,000. They assign to the seminary 
securities worth $5,000 which cost 
them only $2,000. Their top income tax 
bracket is 43%. They save capital gains 
on $3,000, or $645. The government 
considers $951.80 of their investment 
as a tax-deductible gift to the seminary. 
43% of $951.80 is $409.27 saved. 
$409.27 plus $645 equals $1,054.27 
saved. $5,000 minus $1,054.27 equals 
net cost of $3,945.73. Guaranteed in- 
come to either person for life, $225 a 
year, or 5.7% on net investment. For 
the rest of their lives they will pay 
income tax each year on only $47.47 of 
their $225 Annuity, and be exempt in 
the amount of $177.53. 

2. The Single Gift Deferred Annuity 
(minimum $500), with annuity pay- 
ments to donor to begin when he is 
60, 65, or 70. Of special interest to 
people under 55. 

Example: Mr. B. aged 40, takes a 
$5,000 annuity, with payments to be- 
gin when he is 65. He assigns to the 
seminary securities worth $5,000 which 
cost him $2,000. His top income tax 
bracket is 43%. He saves capital gains 
tax on $3,000, or $645. The government 
considers $2,431.90 of his investment as 
a tax-deductible gift to the seminary. 
43% of $2,431.90 is $1,045.72 saved. 
$1,045.72 plus $645 is $1,690.72 saved. 
$5,000 minus $1,690.72 equals net cost 
of $3,309.28. Guaranteed income for 
life after 65, $489.95 a year, or 14.8% 
on net cost of investment. For the rest 
of his life Mr. B will pay income tax on 
$316.51 of his $489.95 annuity, and 
be exempt in the amount of $173.44. 

3. The Multiple Gift Deferred An- 
nuity, with annual payments to semi- 
nary (minimum $100) until donor is 
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60, 65, or 70. After he reaches the age 
selected, annuity payments to donor 
begin. Of special interest to people 
under 55. 

Example: Mr. and Mrs. C., aged 34 
and 32 years decide to give the semi- 
nary $100 a year for a joint annuity 
with payments to them to begin when 
Mr. C is 65. Their top income tax 
bracket is 30%. They will make 30 pay- 
ments of $3,000. Of this amount the 
government will consider $661.80 as 
tax-deductible gift to the seminary. 30% 
of $661.80 is $198.54 saved. $3,000 
minus $198.54 equals a net cost of 
$2,801.46. Guaranteed income for life 
to either person beginning when Mr. 
C is 65, $227.32 a year or over 8% on 
the net cost of investment. For the rest 
of their lives after they begin to receive 
annuity payments, they will pay income 
tax on $124.80 of their $227.32 an- 
nuity, and be exempt in the amount of 
$102.52. 

4. The Life Dividend Gift—A single 
gift to seminary (minimum gift $500, 
minimum age 45). Gift becomes part 
of Seminary’s invested funds. Every 
quarter, donor receives his proportion- 
ate share of earnings both on his origi- 
nal gift and on reinvested tax-free capi- 
tal gains. Life dividend gift earnings 
are computed as from March 1, June 1, 
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Chance of 1 in 11 not so remote as to 
be negligible. A bequest to charity was 
conditioned on sister, 82, 
predeceasing both a 67-year-old daugh- 
ter and a 68-year-old daughter-in-law. 
The District Court found the statistical 
chance of the charity receiving the be- 
quest was 11 to 1 and permitted a de- 
duction. This court, however, thought 
the chance of the charity not taking 
was not so remote as to be negligible; 
the deduction for the charitable bequest 
was denied. Dean, CA-1, 6/30/55. 


decedent’s 


Contingent reversion or remainder not 
in estate if obliterated at death. A con- 
tingent remainder interest in a trust 
created by another, or the retention of 
a possibility of reverter by decedent in 
transferred property is not includible in 
his gross estate if such interest termi- 
nates at his death. Rev. Rul. 55-438. 


Charitable deduction for bequest to a 
fraternity. The court holds that the evi- 
dence established that testator intended 
that his bequest to Sigma Nu Fraternity 
be used exclusively for educational pur- 


September 1955 


Sept. 1, and Dec. 1. It will be to your 
advantage to have your gift reach the 
seminary just before one of the dates 
mentioned. 

The life dividend gift is of special 
interest to people just about to retire, 
because large tax exemptions can be 
claimed when income is high, while 
taxes on earnings will be relatively low 
when income is reduced. 

Example: Mr. D, aged 60, takes a 
$10,000 Life Dividend Gift with the 
donee Seminary. He assigns the 
Seminary securities worth $10,000 
which cost him $3,500. His top income 
tax bracket is 65%. He saves capital 
gains tax of 25% on his gain of $6,500 
or $1,625. The government considers 
$6,032 of his investment as a tax- 
deductible gift to the seminary. 65% of 
$6,032 is $3,920.80 saved. $3,920.80 
plus $1,625 equals $5,545.80 saved. 
$10,000 minus $5,545.80 equals net 
cost of $4,454.20. Income (actual for 
1944 to 1954) $658.60 a year or over 
14.8% of net cost. Mr. D’s income is 
not guaranteed, but will depend on 
quarterly earnings of the seminary. Re- 
invested untaxed capital gains in nor- 
mal times should increase the basic 
gift, and consequently increase the 
earnings. Earnings on a life dividend 
gift are fully taxable. bs 





poses even though that purpose was not 
expressly stated in the will. The Second 
Circuit holds the bequest a construc- 
tive trust for educational purposes and 
deductible from the gross estate. Ma- 
rine Midland Trust Co. (Yates Estate), 
CA-2, 6/9/55. 


Trusts created in the twenties not in- 
cludible in grantor’s estate. The Court 
begins its opinion in this case by noting 
that the decedent amassed a fortune of 
about five million dollars yet paid only 
a small estate tax. The Commissioner 
attempted to include in the estate vari- 
ous trusts created by him, his wife and 
son (from gifts from him) on the theory 
that they merely did his bidding. The 
Court finds them quite independent 
and concludes that the trusts escaped 
taxation because they were created be- 
fore the tightening of the estate tax 
laws. Stettenheim, TCM 1955-158. 


Real estate of Osage Indian, except 
“homestead allotment,” subject to es- 
tate tax. The gross estate of an Osage 
Indian includes all real estate except 


homestead either in allotted lands or in | 


lands purchased out of trust or re- 
stricted funds in accordance with cer- 
tain statutory limitations. Rev. Rul. 55- 
418. 


American citizen in Virgin Islands ex 
empt from U.S. estate tax. The dece- 
dent was a U.S. citizen and a resident 
of the Virgin Islands. After a review of 
the history of V.I. citizenship, the court 
concludes that the decedent, because 
of his long residence there, was a citi- 
zen of the possession, as well as of the 
U.S. U.S. tax laws do not apply to pos- 
sessions, except by specific provision. 
Since the estate tax law does not refer 


—_— 


es ~ 


~ 


to the Virgin Islands, the decedent, be- ) 


cause of his V.I. citizenship, is not sub- 
ject to U.S. estate tax. This case fol- 
lows the rule as to citizens of Puerto 
Rico in Smallwood (11 TC 740) and 
Riviera (19 TC 271, affd. 214 F 2d 60). 
Fairchild, 24 TC No. 45. 


Deduction allowed for charitable re- 
mainder despite trustee’s power to in- 
vade. Trustee of a testamentary trust 


ne ell 


with a charitable remainder was given ) 


the power to invade principal to pro- 
vide for “proper maintenance and sup- 
port or other necessity” of the benefi- 
ciary. The court concluded that this was 
a sufficiently definite standard to permit 
it to measure the possibility of invasion. 
This possibility it found remote in view 
of the widow’s resources. It permitted 
deduction of the remainder as chari- 
table. Schmitt Estate, TCM 1955-155. 


No marital deduction though trustee 
was directed to invade corpus to meet 
wife’s demand. Even though the trustee 
of a testamentary trust was directed to 
use the income for the care, mainte- 
nance, and support of the widow in such 
fashion and state as she might desire, 
and to invade corpus if income were in- 
sufficient to meet her demand and de- 
sire, still it does not qualify for the 
marital deduction. The widow did not 
have a power exercisable by her alone 
and in all events. Rev. Rul. 55-395. 


Deduction for property previously taxed 
is equal to gross value less estate taxes 
attributable thereto. The estate of a sur- 
viving joint tenant, whose death oc- 
curred 14 months after that of the other 
joint tenant’s, was allowed a deduction 
for property previously taxed. The 
amount of the deduction was the gross 
value of the interest passing by survivor- 
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ship from the other tenant to the tax- 
payer less the estate taxes on the de- 
ceased joint tenant’s estate attributable 
to this interest. The survivor’s estate 
had unsuccessfully contended that the 
deduction should be equal to the gross 
value. Bank of America (McDonough 
Estate), DC Cal., 5/10/55. 


Spouse could appoint only part of a 
corpus of revocable trust; no marital de- 
duction. Decedent had created a revo- 
cable trust, includible in the taxable 
estate. Under the trust agreement his 
wife had the income for life and a power 
of appointment over a part of the corpus 
equal to 1/, the value of the adjusted 
gross estate. The marital deduction is 
not allowable under the 1939 Code un- 
less the surviving spouse is given a 
power to appoint the entire corpus. The 
estate argued that decedent in effect 
created 2 trusts and that as to one of 
the trusts the widow had the power to 
appoint the entire corpus. A decision of 
the local court construing the amended 
agreement as creating two trusts was 
held to be a nonadversary proceeding 
and not controlling here; it was not a 
“determination of interests in property 
under the state law.” On the facts, the 
court found only one trust was created 
and that no part of the assets qualified 


for the marital deduction. Estate of 
Sweet, 24 TC No. 55 [1954 Code per- 
mits marital deduction where widow 


can appoint a portion of the corpus from 
which she receives life income]. 


Grantor's estate includes trust; he could 
remove trustee, who, with beneficiary, 
could alter terms. The grantor of a trust 
provided that the trustee, with the con- 
sent of the adult beneficiaries, could 
alter the terms of the trust. The grantor 
reserved the right to remove the trustee 


at any time and appoint another. The 
Service rules that the property trans- 
ferred to the trust is includible in the 
grantor’s estate because it was subject 
to change through the exercise of a 
power to alter, exercisable by him in 
conjunction with another. If the grantor 
had the right to appoint a new trustee 
only on the death or resignation of the 
old trustee, and that contingency did 
not occur during his lifetime, the trust 
would not be includible in the grantor’s 
estate. Rev. Rul. 55-393. 


Marital deduction not lost merely be- 
cause trust specifies takers if wife 
doesn’t appoint. Decedent's will gave his 
wife a life estate coupled with a general 
power to appoint the corpus by will. 
In addition, the will provided that if the 
wife should be alive on a specified date 
she would get the entire corpus; if she 
should die before that time without ex- 
ercising the power, the corpus would 
pass to named takers. The trust qualifies 
for the marital deduction. Rev. Rul. 55- 
394. 


Exempt property set off to widow by 
local statute is “inherited” property. 
Property exempted from execution un- 
der local laws which is set off absolutely 
to a widow from her deceased husband’s 
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estate constitutes an interest in property 
acquired by inheritance and qualifies for 
the marital deduction. Rev. Rul. 55-419. 


Deduction allowed for vested charitable 
remainder. The court considering the 
circumstances surrounding the making 
of a will construed conflicting provisions 
in the will as giving named charities 
vested and not contingent remainders. 
Estate tax deductions for the charitable 
bequests were therefore allowed. Est. of 
Lloyd, Jr., 24 TC No. 69. 


$3,000 annual exclusion available for 
gifts of life insurance. A gift of an in- 
surance policy whether or not it has a 
cash value is a gift of a present interest 
for the purpose of determining the gift 
tax exclusion, if the incidents of owner- 
ship are transferred to the donee as 
absolute owner without any restrictions. 
Subsequent payments of premiums 
thereon by the donor will also consti- 
tute gifts of present interest. Rev. Rul. 
55-408. 


Wife's interest in joint annuity is a gift. 
A husband purchased an annuity from 
a charity payable to himself, his wife 
and to the survivor for life. The portion 
of the payment allocable to the wife’s 
annuity was a gift. Rev. Rul. 55-388. 
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